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A Proposal for Junior C. P. A. Examinations* 
By J. A. BEXELL 








It is a trite saying that the demand for accountants far ex- 
ceeds the supply. The tremendous growth of the accounting 
profession since the organization of the American Association of 
Public Accountants in 1887 far exceeds the fondest hopes of the 
founders of the accounting fraternity. Laws have been enacted 
in all states except one regulating the practice of the profession. 
High schools, colleges and universities are vying with each other 
to establish courses in accounting. The American Institute of 
Accountants is carrying on a splendid educational programme 
and the American Association of University Instructors in Ac- 


counting is doing its share to raise the standard of accounting 
education. In spite of all the educational activities, I know of 
no locality where there is an adequate supply of trained account- 
ants. This is particularly true of assistants, or junior account- 
ants, who must perform a large share of the routine work of 
accounting investigations. 


FAILURES IN EXAMINATIONS 


That the training of accounting students is defective is amply 
evident from the small percentage of applicants who pass the 
C. P. A. examinations. Accurate data are not at hand, but it is 
safe to assume that more than seventy-five per cent fail in their 
first attempt to pass the state examinations. That this is not due 
entirely to defective instruction has been recognized by the Amer- 
ican Institute of Accountants in providing a uniform examina- 
tion from which unessentials and “catch problems” shall be elim- 
inated. In the writer’s opinion, the failures are due to three 
principal defects in accounting instruction: (1) unfamiliarity 


* A paper read at the annual mgating of the American Association of University 
Instructors in Accounting, Atlantic City, New Jersey, December 29, 1920. 
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with the requirements of the state authorities on the part of the 
instructors and hence also on the part of the students; (2) lack 
of practical experience, evident from the fact that a very large 
percentage of failures is found in the practical part of the ex- 
aminations; and (3) inexperience of the student in taking long 
examinations and solving long problems under pressure. This 
inexperience often causes excessive nervousness, so that the stu- 
dent’s ability is inaccurately reflected in the examination. 


REMEDIES 

The remedy for the first defect lies, of course, primarily in 
the instructors and in the activities of the accounting associations, 
national, state and local. The uniform examination of the Amer- 
ican Institute of Accountants and the excellent Students’ Depart- 
ment of THE JouRNAL oF AccouNTANCY will do much to famil- 
iarize instructors and students with the requirements of the 
various state boards. Unfamiliarity with accounting practice can 
be remedied only by experience and practice in the solution of 
typical problems of wide variety. The prospective public ac- 
countant is in much the same position as the doctor of medicine. 
I know of no state which does not require at least one year’s 
experience in an approved hospital before the candidate is allowed 
to apply for examination. To be sure, the various state laws 
require experience in practical accounting, but the requirement is 
too often perfunctory, if not altogether waived. 

The third defect can be remedied only by practice in taking 
examinations and working under pressure. This should be one 
of the indirect advantages secured from a junior examination. 
Stimulated by the requirements of the junior examination, the 
courses of study and the instructors should be able to remedy in 
great part this defect. After the required training in the class 
room in the solution of C. P. A. problems, the student should be 
well prepared to take the examination set by the state board and 
conducted under its auspices. 


AMENDMENT OF THE UNIFORM LAW 


Section seven of the uniform C. P. A. law proposed by the 
American Institute of Accountants reads as follows: 

“Written examinations of applicants shall be held as often as 
may be necessary in the opinion of the board and at such times 
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and places as it may designate, but not less than once in each 
calendar year. If five or more persons apply for examination 
within not less than four months after the annual examination, 
the board shall hold an examination for said applicants. Ex- 
aminations may be both oral and written, at the discretion of the 
board.” 


This section should be amended by adding: “Upon applica- 
tion of the president of a properly accredited school giving in- 
struction in the subjects covered by the C. P. A. examinations, 
the board may set a junior examination for duly qualified students 
recommended by the presidents of such institutions. Students 
who pass this examination shall receive certificates of proficiency 
as junior accountants.” Required fees for preparing and con- 
ducting the examinations, grading papers, certificates and other 
details should be specified in the law or by board regulations. 

My suggestion would be that a representative of the board 
conduct the examination whenever possible, but examinations 
could be conducted on the same plan as the civil service examina- 
tions by authorized local representatives. 


SCOPE OF THE EXAMINATION 
The scope of the uniform junior examination should be the 
same as the regular examination and equally difficult. The scope 
is stated in section eight of the uniform C. P. A. law: 
“The written examination of applicants shall at least cover 


the four general subjects, with a minimum time allowance, as 
follows: 


(a) Theory of accounts............... 3 hours 
(b) Practical accounting ............. 6 hours 
(a). DOE Lo nctscecstccusactes me 3 hours 
(qd) Comemeercial baw -....:...sscnsemdbes 3 hours 


and such other subjects as may be required by the board. Seventy- 
five per cent shall be required in each subject.” 


A complete file of all who pass should be kept in the office of 
the board for the use of the accounting profession. The holder 
of a junior certificate should be entitled to take the state C. P. A. 
examination after a year’s service in an accountant’s office. 
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ADVANTAGES OF THE JUNIOR EXAMINATION 


I shall merely enumerate some of the many advantages of the 
junior examination : 

1. It would stimulate an interest in accounting courses of 
study in the higher schools of commerce by setting a definite goal 
for the student. 

2. It would afford more definite training in the essentials 
and eliminate many unessentials from the courses of study and 
from the examination. 

3. It would establish more definite relations between the 
professional accountants and the accounting instructors. 

4. It would tend toward standardizing and improving courses 
in accounting and auditing. 

5. Accounting examinations and requirements for graduation 
would be standardized. 

6. It should have a tendency to develop uniform text-book 
and laboratory material in accounting and auditing. 

7. It would familiarize the student with the duties of the 
junior accountant. 

8. It would call for practice in taking examinations and 
solving long accounting problems under pressure. 

g. It would tend to eliminate undesirable candidates and thus 
reduce the percentage of failures in ©. P. A. examinations. 

10. It would afford a definite source of supply of junior 
accountants. 

12. An increased supply of competent instructors in account- 
ing would be available. 


Nearly all the advantages enumerated are so obvious that they 
need only be mentioned. Two or three are so important that they 
deserve emphasis. 

Chief among the advantages mentioned is doubtless the inter- 
est in accounting education which would be stimulated by this 
examination. The definite goal toward which the student would 
have to work would in itself be a very great advantage. 

The third advantage, namely, the establishment of definite re- 
lations between professional accountants and instructors, is an 
actual need at present. Except in a few states, there is a wide 
chasm between the schools and the practising accountants, which 
should be bridged. The practising accountants claim that the 
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schools are too theoretical, and the schools in turn are unfamiliar 
with the practical work of the accountants, with the result that 
lack of interest in each other’s work is evident. 

The last named advantage—the supply the examination would 
create of instructors in accounting—would be of great value. At 
present it is almost impossible to secure competent instructors in 
accounting and business management. Unless an instructor has 
the qualifications required of a junior accountant, he is of little 
value in the class room. 


EXPENSES OF THE EXAMINATION 


There should be no difficulty in meeting the expenses of the 
examinations. No reasonable objection could be raised against 
charging a fee of from five to ten dollars to defray the cost of 
preparing examinations, supervising them, grading the papers and 
furnishing the certificates. A fee of ten dollars would amply 
cover all such expenses and would leave a margin to defray ex- 
penses of investigation and promotion. 


COMPARED WITH JUNIOR PHARMACY EXAMINATIONS 


The proposed examination for junior accountants would be 
similar to examinations which are given three times a year in 
Oregon to junior pharmacists. The board of pharmacy is charged 
with the duty of setting both a senior and a junior examination 
at such times and places as are convenient. The present regula- 
tions are that junior examinations may be taken either in Port- 
land or at the Oregon agricultural college three times a year. 
The applicant must be eighteen years of age, have spent one year 
in a drug store and attended an approved school of pharmacy for 
at least twenty-four months. He is examined in five subjects 
and must not fall below sixty-five per cent in any one subject. 
A fee of ten dollars is charged for the expenses incident to con- 
ducting the examination. Two members of the board usually 
spend two days at the college, which makes it unnecessary for 
students to leave the college to take the examination in Portland. 
This is a considerable saving, as quite a number of students take 
the examination each year. During the last few years, not a 
single junior has failed to pass the examination. After an addi- 
tional year’s practice, the student is allowed to take the senior 
examination under the same regulations as those of the junior 
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examination ; and upon passing this he is given a state certificate to 
practise pharmacy. It occurs to me that practically the same 
regulation in reference to the junior examination in accounting 
could be established. 


PROGRAMME MAY BE ADOPTED GRADUALLY 

I realize that the programme mapped out in the preceding 
suggestions is a large one and that its accomplishment would 
probably have to be brought about gradually. Indeed, perhaps 
the best solution would be to have the Association of University 
Instructors in Accounting assume the responsibility ‘of encourag- 
ing such examinations for a year or two, with a view to deter- 
mining exactly what should be recommended. Among other ad- 
vantages, it would furnish an immediate field of useful activity 
for this association. The usual experience of an association like 
this is that unless it is stimulated by a definite programme of 
work, it is difficult to maintain enthusiastic interest. 


RECOM MENDATIONS 

Finally, I venture to make the following definite recommenda- 
tions for consideration at this meeting: 

1. That this association recommend an amendment of the 
uniform examination law providing for junior examinations. 

2. That a uniform course of study be recommended leading 
to the junior examinations. 

3. That one year’s practice in an accountant’s office and the 
junior certificate be the standard requirements of eligibility to 
the state examinations. 

4. That instructors in accounting bring this subject before 
accountants with a view to interesting them in accounting instruc- 
tion and junior examinations. 

5. That a committee of five be appointed to devise plans to 
carry out the above resolutions. 
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Treatment of Commitments of Purchasers, Etc., 


on Certified Balance-Sheets 


By Homer N. Sweet 


The impossible task has been assigned to me of presenting 
in twenty minutes a comprehensive exposition of a topic which 
contains the letters, “etc.”” In the circumstances, I shall have to 
seek refuge behind a narrow definition of commitments, which 
will excuse me from speaking on contingent liabilities that arise 
from guaranties of quality of product, guaranties of dividend and 
interest obligations of allied companies, endorsements of notes 
and acceptances, provisions for cumulative dividends on pre- 
ferred stocks and possible liability to additional assessments for 
federal taxes. I would restrict my discussion to commitments 
that involve more than ordinary risk of loss because of the pos- 
sibility of an adverse movement of prices. Among commitments 
of this class are purchase contracts, sale contracts, agreements to 
protect the buyer against a decline in market price and various 
transactions that are hedged by futures or options. As my time 
is limited I shall confine myself principally to a consideration 
of purchase contracts. 

Before proceeding, however, to analyze the relation of pur- 
chase contracts to the balance-sheet we may do well to ask our- 
selves two questions: 


First: Why should commitments be expressed on the balance- 
sheet? Perhaps we should not take too much for granted as to 
the answer which ought to be given to this question. The balance- 
sheet, as a condensed exhibit of financial position, should set 
forth all relevant facts. On the other hand, it should not be 
encumbered with irrelevant data. What is relevant or irrelevant 
is, of course, a question of judgment. If it is probable that a 
given corporation will have to expend in the near future a 
larger sum of money for purchases of materials than the mater- 





* An address delivered before the New England sepiqnal net of the American 
Institute of Accountants, Boston, Massachusetts, December 1920, 
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ials will be worth in the market at the date of delivery, then 
there is a prospect of loss, and if the amount is considerable, the 
probability of loss is relevant to a thorough interpretation of 
financial position. It ought not to be omitted from the balance- 
sheet. 

The other question is: To what extent should an auditor be 
governed by transactions or developments occurring subsequent 
to the date of the balance-sheet and prior to the date of certifi- 
cation? In judging the financial position of a corporation as of 
a given date, should he look only upon the past and shut out en- 
tirely from view the prospects for the future? It is my opinion, 
as to a contingent liability, that if any development occurring after 
the date of the balance-sheet and prior to the date of certification 
materially modifies or possibly removes the contingency, that 
development ought to be considered in the preparation of the 
balance-sheet. On the other hand, if there should be an appreci- 
able change in market prices subsequent to the date of the bal- 
ance-sheet and prior to its preparation, it is in order for the 
auditor to take the most recent fluctuations into consideration in 
estimating any contingent loss. In brief, an audit should not be 
restricted altogether to transactions which have been concluded 
or have reached a precisely determinable status at the date of the 
balance-sheet. 

A purchase contract in the ordinary sense does not become an 
actual liability until one of the parties to the contract makes a 
delivery of goods. For that reason it is not customary for ac- 
countants to include outstanding purchase contracts among the 
assets and liabilities on the balance-sheet. In a year like 1920, 
however, when we have witnessed a marked decline in the prices 
of many commodities—wool, silk, cotton, leather and others—it is 
to be expected that many corporations will have, at the date of 
closing their books, outstanding purchase contracts that were 
entered into when prices were on a much higher level. Many 
of these purchase contracts are binding and, according to the 
present outlook, will oblige the purchasers to take title to goods 
that will have a market value substantially less than cost. While 
vendors may grant extensions of credit by allowing deferred 
payments or agreeing to accept notes, thus permitting the buyers 
to husband their cash resources for a time, the probability of con- 
tingent loss is none the less imminent. 
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Treatment of Commitments of Purchasers 


Purchase contracts give rise to three different classes of com- 
mitments, namely : 

(1) Commitments which are normal in amount and are for 
materials that would have a market value, according to 
reasonable expectations, at least equal to cost on date 
of delivery. 


(2) Commintments, abnormal in amount for the particular 
concern, the liquidation of which would produce an un- 
precedented strain on the concern’s resources. 

(3) Commitments, whether normal or abnormal in amount, 
which are for materials that would have a market value, 
according to reasonable expectations, measurably less 
than cost at date of delivery. 


Purchase commitments of the first class need not be dis- 
cussed because they do not involve prospective loss. 

Let us illustrate the second class of purchase commitments 
by assuming that a corporation has entered into a contract for a 
large amount of material or for construction and that the con- 
tract is unfulfilled at the close of the fiscal year. If the corpora- 
tion has not arranged for the financing of the exceptionally large 
expenditures and could not be relieved from abiding by the ob- 
ligations of the contract, without serious consequences, there is 
a contingent demand upon working capital which should not be 
overlooked by the auditor. In any consideration of this sort the 
public accountant, of course, has to weigh carefully the inter- 
ests of his clients. It is hazardous to generalize from the variety 
of cases met in actual practice, and, therefore, any general sug- 
gestion which might be made is subject to such qualifications as 
the special circumstances may demand. In an extreme case, the 
conclusion might be reached that a footnote ought to be appended 
to the balance-sheet, under the head of “commitments,” reading 
somewhat as follows: 


“The company’s contracts for purchase of material 
and for construction outstanding on . (date of balance-sheet) . 
aggregated $.......... , payable during .. (period of time). ” 


While examples of the class of commitments just considered 
are not common, there will be numerous illustrations of the third 
class of purchase commitments on balance-sheets of corporations 
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at December 31, 1920. What are the essential facts to be ascer- 
tained and reported with respect to contracts for purchase of 
materials that have a market value at the date of the balance-sheet 
(or at a date prior to date of certification) substantially less than 
cost? The most important data, in my opinion, are: 


(1) Gross amount of commitments. 

(2) Market value of materials at date of balance-sheet or at 
a more recent date prior to certification. 

(3) Net probable loss (difference between 1 and 2). 

(4) Period during which corporation will be allowed to 
liquidate the liabilities. 

(5) Provisions for financing the contingent liability by sales, 
credits, loans or security issues. 

(6) Protection, if any, against loss through sale contracts. 


There are two possible methods of representing a contingent 
liability on the balance-sheet : one, a reserve account, which would 
be created by a debit to surplus, and the other a footnote under the 
head of “contingent liabilities.” In my judgment, the form to 
be adopted is not vital, provided the essential facts are clearly set 
forth. Personally, I am inclined to prefer the use of the footnote, 
on the ground that there is uncertainty as to the occurrence of the 
liability and the amount of loss. A footnote relating to purchase 
commitments of the third class might be worded as follows: 


“The company’s contracts for purchase of materials 


to be delivered during ....(period of time).... outstanding 
at .. (date of balance-sheet)... aggregated $................. 
PS a more than the market value of the 
materials ae sabbness (even date or more recent date)......... ” 

or 


“On the basis of market values at .. (date of balance- 
sheet or more recent date). the purchase contracts unfulfilled at 
shits (date of balance-sheet)..... , aggregating $............. 
would show a contingent loss of approximately 


9 
ee 


It has been suggested that the total amount of commitments be 
disclosed for the reason that the significance to be attached to the 
amount of contingent loss depends considerably on the gross 
amount of commitments. Should the amount of commitments 
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be large, provision for financing would be an important considera- 
tion and the footnote should be amplified accordingly. In some 
trades vendors have agreed to accept notes with six to twelve 
months’ maturities for the difference between cost and market 
value of the materials purchased. 

How is the market value of commitments to be determined? 
In speaking before another assembly last week on the subject of 
purchasing, I was asked whether purchase commitments should 
be controlled by a budget. That question and the answer thereto 
imply that records are usually available in the purchasing depart- 
ment to show the amount of outstanding commitments in terms of 
dollars. A well organized corporation will be able to supply that 
information at short notice. It should be the duty cf an auditor, 
in the initial stages of his examination to call for a schedule that 
shall set forth in reasonable detail the outstanding commitments 
and the market values of the various items as estimated by the 
purchasing agent. If the purchasing agent asserts that he is 
unable to supply the data, then the auditor is confronted with the 
same sort of difficulty as that which he encounters not infrequently 
in the verification of iedger accounts which are not supported by 
adequate details. He must form an opinion from such data as he 
tan collect as to the likelihood of any contingent loss arising from 
commitments. 

I am nearing the end of my time limit, and will conclude with 
a brief consideration of sale contracts as related to purchase con- 
tracts. I have in mind a fairly common practice in some busi- 
nesses. A sales order may be taken for a quantity of goods at a 
definite price and purchase orders may be placed later for sufficient 
quantities of raw materials to cover the requirements of the sales 
order. We may assume that the sale price and the purchase prices 
are consistent in the sense that there is sufficient margin between 
them to allow the manufacturer a profit. If the purchase and 
sale contracts are both unfulfilled at the close of the fiscal year 
and there has been a sharp decline in commodity prices, it may be 
essential to mention both contracts in any reference to contingent 
liability. The contracts should not be assumed to be offsetting be- 
cause the sales contract may not be enforceable. Under the con- 
ditions of the trade, it may not be possible for a seller to force 
his customer to take the goods, and we all know that there have 
been great numbers of cancellations in recent months. Again, 
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if the customer should become financially embarrassed and 
forced into receivership, the receiver would have the option of re- 
pudiating the contract, a right which he would certainly exercise 
if the stipulated price was unfavorable to the bankrupt concern. 
For these two reasons the protection in a sales contract may 
be more apparent than real. 

When there is an inter-relation of purchase and sale contracts, 
I suggest that the footnote in explanation of the contingent lia- 
bility should be worded substantially as follows: 


2 eae 


“The company’s contracts for purchase of materials 
to be delivered during  .... (period of time)... outstanding 
at ..(date of balance-sheet).. aggregated $.............000- 
WS cates fhe more than the market value of the 
materials at .. (even date or more recent date)”. , but $......... 
is covered by sale contracts, leaving $................ 
as the net amount of possible loss.” 


If there is an inventory of goods which also apply against the 
sale contracts, the footnote might be expressed in the following 
manner : 


“The unfulfilled purchase contracts aggregate $...... 
> cin kiocn nana s at (date of balance-sheet), and after applying 
thereto the unfulfilled sale contracts in excess of the 


inventory at ....(date of balance-sheet)...., would show, on 
the basis of market values at (date of balance-sheet or more recent 
date)......+4, a contingent loss of approximately $......” 
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Amendments of New York Income-tax Law 
By Mark GRAVES 


English history relates that the fiduciary of the court of chan- 
cery was the accountant. An examination of the returns on file 
in the New York state income-tax bureau will reveal that he con- 
tinues to act as a trustee toward the state, because a goodly por- 
tion of the 800,000 returns filed in 1920 was prepared by the 
man skilled in accounts and to him should be accredited a share 
of the gratitude expressed by the bureau for the splendid response 
to the enactment of the statute. 

With a few exceptions the original law remains unchanged. 
Therefore, a brief discussion will be given of the more impor- 
tant amendments in the order in which they appear in the several 
sections. 

Subdivision 7 of section 385 presents a revision tending to 
clear up the technical interpretations of the word “resident.” The 
change definitely declares that a resident for the purpose of de- 
termining liability to the tax imposed by the statute is “a person 
who shall at any time during the last six months of the calendar 
year” reside in the state of New York. This test of residence 
should be applied with reference to the income of any taxable 
year commencing with the year 1919. 

Sections 351-a and 351-b provide for the re-imposition of the 
tax on non-residents. Following the decision of the United States 
supreme court, non-residents are allowed personal exemptions in 
the same amounts as residents. 

Gross income as defined by section 359 now includes income 
to beneficiaries derived through estates or trusts whether as dis- 
tributed or distributable shares. Care should be taken to include 
interest from investments upon which the investment tax (sec. 
331—tax law) has been paid since May 14, 1919. In addition 
it must be remembered that pursuant to an opinion by the attor- 
ney-general, all income from investments upon which secured 
debt tax or mortgage tax was paid is subject to income tax. The 
investment-tax law was repealed by chapter 646 of the laws of 
1920. 

The amendment to section 360, sponsored by the income-tax 
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bureau, allowing the deduction of all interest paid or accrued 
during the taxable year on indebtedness, has met with general 
approval. Sub-divisions 5 and 6 state that the losses deductible 
by non-residents are limited to transactions in real property or 
tangible personal property having an actual situs within the state. 

Broader scope is permitted in deductions for contributions. 
Under the present statute, a resident is entitled to deduct 15 per 
cent of his net income for contributions made to certain organiza- 
tions regardless of their location or where organized. Non- 
residents, however, are limited generally to contributions made 
to organizations existing by virtue of New York laws. 

Statements to the effect that the personal exemptions have 
been changed are not true. The law coincides with the federal 
statute permitting (a) $1,000 to a single person, (b) $2,000 to 
a married person and to the head of a family and (d) $200 
for dependents. But to maintain the tranquillity of the home, 
the exemption must be equally divided between a husband and 
a wife making returns. 

The rule in relation to credit for taxes in case of taxpayers 
other than residents of the state has been amended virtually to 
exempt income to non-residents derived from sources in this state, 
providing this income is taxed by the state or country where they 
reside, if the laws of such state or country exempt income to resi- 
dents of this state from sources in the other state or country. No 
credit will be allowed non-residents on any income exempt from 
taxation under the laws of the other state or country if the income 
is taxable under the laws of New York. 

The duty of deducting and withholding is imposed on em- 
ployers with reference to fixed or determinable annual or periodical 
compensation paid to non-resident employees. The amount of 
personal exemption allowed the employee is set-off against the 
net income and the tax is imposed on amounts over and above such 
exemption. 

Certificates of residence (form 101) and certificates of non- 
residence (form 102-revised) must be filed by the taxpayer with 
the withholding agent. A certificate showing the employee to be 
a resident of Massachusetts relieves the employer of the duty of 
deducting and withholding. In any case, if the employee left the 
service of the withholding agent prior to April 14, 1920, and was 
fully paid prior to that date, no obligation in respect to such pay- 
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ments rests on the withholding agent unless the status of em- 
ployer and employee is again created during 1920 and further 
payments of compensation for personal service are made or cred- 
ited in 1920. 

Certificates filed with the employer by residents (form 101) 
should be retained by him and kept available for one year for 
examination by representatives of the comptroller’s office. Forms 
102-revised are to be used by non-residents for the purpose of 
claiming personal exemption. These are to be forwarded to the 
income-tax bureau by the withholding agent, with the return of 
tax withheld on form 103 and accompanied by payment of the 
tax withheld. 

Returns of information (form 105) should be made for the 
calendar year and filed with the income-tax bureau on or before 
April 15th next. In cases in which actual withholding and report 
thereof is made, no return of information is necessary. 

Probably the most important change is stated in section 371, 
providing that a return of income must be made on or before the 
15th day of the fourth month following the close of the tax- 
payer’s taxable year, if the return is made on the basis of a fiscal 
year, or, if the return is made on the basis of the calendar year, 
on or before the 15th day of April in the year following the close 
of the taxpayer’s taxable year. 

Accountants, no doubt, are interested in the ruling relating to 
valuation of inventories in 1920. Coincident with the federal 
treasury decision and cognizant of a declining market the comp- 
troller’s regulations permit merchants to value their 1920 inven- 
tories at “cost or market, whichever is lower,” regardless of pre- 
vious practice and without applying for permission to change. 
If this rule is adopted, the fact must be stated on the return. The 
change is limited to 1920 inventories, whether the end of the 
period is based on a fiscal year or a calendar year. Inventories 
taken on January 31, 1921, must be taken by the same method as 
previous inventories unless an amended return is filed for the 
period ended in 1920 or permission is granted for the later period 
ending in 192T. 
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Manufacturing Accounts* 
By G. H. NEWLovE 
NATURE AND FUNCTION OF COST ACCOUNTING 

Cost accounting is that specialized application of the principles 
of accounting that results in the collection of the data to de- 
termine the cost of producing a unit of production in a factory. 
It is possible to obtain from the general books certain ideas as to 
the manufacturing costs, but it is quite impossible to obtain from 
the general accounts the cost of a particular unit of product in 
case more than one kind of article is turned out. 

Cost finding, the method used in determining in advance what 
the cost of an article should be under existing conditions, must 
not be confused with cost accounting, the method of determin- 
ing costs while the article is being produced. 

The purposes of cost accounting are: (a) to determine the 
cost or the profit on each unit of product, (b) to determine the 
profitable lines for manufacture, (c) to secure accurate and per- 
petual inventories and (d) to secure information necessary to 
lay down wise managerial policies. 


COMPONENTS OF COST DATA 

The ordinary manufacturing concern naturally divides itself 
into three parts: a fabricating section, an administrative section 
and a selling section. Each of these sections has it own charges 
to contribute to the final cost of the product placed in the hands 
of the purchaser. The fabricating section, however, has three 
kinds of charges quite different in nature, namely, material, 
direct labor and overhead. Upon the addition of each of these 
various classes of expenses to the value charged against the 
product, a new kind of cost is secured, as shown in the following 
chart : 





Material | Direct labor | Fac. overh’d Selling exp. | General exp. 





ee ee Prime cost........ 


| 
| 
| 
| 


vinb atmpantk as eT 











* Copyright, 1920, by G. H. Newlove. 
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The outlays with which cost accounting is concerned include 
the charges necessary to put the product through the factory. The 
analysis of factory expenses demands an understanding of the 
terms “direct” and “indirect” as applied to labor. The cost of 
direct or productive labor is the charge for services rendered 
directly at the tool-point in the fabricating process. The cost 
of indirect labor is the outlay necessary to the conduct of plant, 
but is not directly chargeable to certain specific units of product, 
as the salaries of foremen, of timekeepers and of repairmen. 

The usually accepted cost of raw materials is the invoice price 
plus in-freight. This cost, added to the cost of direct labor, 
makes up the prime cost. Manufacturing expense, or factory 
overhead, includes such charges as taxes, insurance, maintenance 
and depreciation of factory buildings and machinery, power, heat, 
light, superintendence and other indirect labor and miscellaneous 
supplies. 


RELATION OF COST TO GENERAL ACCOUNTING 


General accounting is the record of facts involving the eco- 
nomic relationship of the manufacturer to the world at large, 
while cost accounting is the record of facts involving the internal 
relationship of the various cost elements and production depart- 
ments. General accounting is fiscal in its nature, while cost ac- 
counting is statistical. 

Cost accounting is not a system per se to be set aside and dis- 
tinguished, as we distinguish single-entry and double-entry as 
bookkeeping systems; it is rather the application of double-entry 
principles for the purpose of determining unit cost in manufac- 
turing. 

Manufacturing accounts are controlled by certain accounts 
in the financial books. This control may be accomplished by either 
of two general methods. Under the first, one account, termed 
“factory ledger,” is used in the general ledger. This account 
is debited with all charges against manufacturing operation and 
credited with all products coming from the factory. A similar 
account in the factory ledger is used, bearing the name “general 
ledger,” the entries to which are contra to those in the factory 
ledger account in the general books. The second method is to 
carry in the general ledger several accounts by means of which 
the cost accounts are controlled. Such general ledger accounts 
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would be “productive labor,” “raw materials,” “factory expense,” 
“goods in process” and “cost of sales.” 

Wherever practicable, the factories are divided into depart- 
ments, and departmental accounts are set up. The advantage of 
having separate departmental accounts for rent, depreciation, 
power, etc., can readily be seen from the fact that one department 
may have little machinery and a large amount of floor space, 
while another department may have very little floor space and 
very costly machinery. 


COMPARISON OF COST AND NON-COST SYSTEMS 

In order to illustrate the difference in the operation of the ac- 
counts under cost and non-cost systems, journal entries covering 
the various classes of transactions under the two systems will be 
tabulated and posted to the accounts given in a starting balance- 
sheet, which is the same under both systems, and then trial balances 
and financial statements will be drawn up for the accounts under 
each system. 


JOHN KAY MANUFACTURING COMPANY 
INITIAL BALANCE-SHEET 


Assets Liabilities and capital 
IR iil hs keen ches has $ 3,000.00 Accounts payable........ $ 4,000.00 
Accounts receivable...... 2,000.00 Bonds payable........... 30,000.00 
Raw materials........... 6,000.00 Capital stock............ 50,000.00 
Finished goods........... SN GINOD 5 5: iia ceed antennae 12,000.00 
Goods in process......... 3,000.00 
Plant and equipment...... 75,000.00 
_ $96,000.00 $06,000.00 
JOURNAL ENTRIES 
Under non-cost system Under cost system 
When purchases of raw materials are made: 
Raw materials..... $50,000 Raw materials..... $50,000 
Accounts payable. $50,000 Accounts payable. $50,000 
When raw materials are requisitioned : 
(No entry) Goods in process.... $45,000 
Raw materials... $45,000 
When productive labor is paid: 
Productive labor... $30,000 Goods in process... $30,000 
oO eee $30,000 oO” Rear $30,000 
When factory expense is incurred: 
Factory expense.... $10,000 Factory expense... $10,000 
WE ak bancsavees $10,000 > ee Pre $10,000 
When factory expense is prorated over jobs: 
(Not done) Goods in process... $10,000 
Factory expense. $10,000 
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Under non-cost system Under cost system 
When operating expenses are incurred: 
Salesmen’s salaries. $2,500 Salesmen’s salaries. $2,500 
Advertising ....... 1,000 Advertising ....... 1,000 
Office expense..... 3,000 Office expense..... 3,000 
Legal expense..... 500 Legal expense....... 500 
GEE + aiettinetne $7,000 Ras sateen es ¥ $7,000 
When non-operating expenses are incurred: 
Interest expense... $2,000 Interest expense.... $2,000 
hs iteeeieas< $2,000 SE 2s cbicncouas $2,000 
When work in process is completed : 
(No entry) Finished goods..... $80,000 
Goods in process.. $80,000 
When sales are made: 
Accounts receivable.$125,000 Accounts receivable.$125,000 
DUD sists Soares $125,000 Es ocveadee $125,000 
When non-operating profits are made: 
ae ee oe $1,000 ae ae $1,000 
Interest earned.. $1,000 Interest earned... $1,000 
When creditors are paid: 
Accounts payable... $45,000 Accounts payable.. $45,000 
Discount on pur- Discount on pur- 
GEE oacecese $2,000 chases ........ $2,000 
CaF. 3 Ani's OOOO Cie oa ce ds 43,000 
When customers settle their accounts : 
Cal. .« incinscsttaieees $105,000 GE in sik inns Rintationd $105,000 
Acc’ts receivable. $105,000 Acc’ts receivable. $105,000 
When cost of sales for period is determined: 
(No entry) Cost of sales....... $75,000 
Finished goods... $75,000 
TRIAL BALANCES 
——Non-cost ee , Cost ‘ 
CO a oid'ns site $ 17,000.00 $ 17,000.00 
Accounts receivable... 22,000.00 22,000.00 
Raw moaterials........ 56,000.00 11,000.00 
Goods in process...... 3,000.00 8,000.00 
Finished goods....... 7,000.00 12,000.00 
Plant and equipment.. 75,000.00 75,000.00 
Productive labor...... 30,000.00 nil 
Factory expense...... 10,000.00 nil 
Cast OF GRIMS... 06... nil 75,000.00 
Salesmen’s salaries... 2,500.00 2,500.00 
Advertising .......... 1,000.00 1,000.00 
Office expense........ 3,000.00 3,000.00 
Legal expense........ 500.00 500.00 
Interest expense...... 2,000.00 2,000.00 
Accounts payable... .. $ 9,000.00 $ 9,000.00 
Bonds payable........ 30,000.00 30,000.00 
Capital stock......... 50,000.00 50,000.00 
SE: dnc ncocsesess 12,000.00 12,000.00 
) TS eee core 125,000.00 125,000.00 
Interest earned....... 1,000.00 1,000.00 
Discount on purchases 2,000.00 2,000.00 











$229,000.00 
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From the above it can be seen that the non-cost trial balance 
can be turned into the cost system trial balance by the following 
journal entry: 


NEG coc c's cd veiddgaeee bccediapincae'ce 6.) aR 

ss. ak a wadmnnhawkeeenen anes 5,000.00 

hav ccnpa ands sd ce ten tenisapecns’ 75,000.00 
RS ride ob 64-05. de 240 dd Spdwnes $45,000.00 
I a sa ee cebaeewebn eee 30,000.00 
ET MID o'g.500.0560040 shgeue ieeeane 10,000.00 


The above credit items, totaling $85,000, represent the total 
manufacturing cost charged to goods in process. Of this, $80,000 
represents the production costs of goods in process completed 
during the period and transferred to the finished goods account, 
and the remaining $5,000 represents the amount added to the in- 
ventory of the goods in process. Of the $80,000 charged to the 
finished goods account, $75,000 represents the production cost 
of the goods sold that was transferred from the finished goods 
account to the cost of sales account, and the remainder represents 
the amount added to the finished goods inventory. 

Before a financial statement can be made from the non-cost 
trial balance, the inventories must be ascertained. The inventories 
are: raw materials $11,000, goods in process $8,000, and finished 
goods $12,000. It will be noted that these inventories are the 
balances of the respective accounts in the cost system trial balance. 

The balance-sheet is the same for both systems of accounting, 
so the following statement is the balance-sheet that would be 
obtained from both trial balances: 


JOHN KAY MANUFACTURING COMPANY 
FINAL BALANCE-SHEET 


Assets Liabilities and capital 
RD or pen ba rer $ 17,000.00 Accounts payable........ $ 9,000.00 
Accounts receivable...... 22,000.00 Bonds payable........... 30,000.00 
Raw materials........... 11,000.00 Capital stock............ 50,000.00 
Goods in process........ GeensS BEG 2.2.00 ccccccvces 56,000.00 
Finished goods.......... 12,000.00 
Plant and equipment..... 75,000.00 

$145,000.00 $145,000.00 


As cost accounting is merely an addition to financial account- 
ing, which by internal adjustments shows the cost of the goods 
manufactured, the following profit and loss statements show 
that the statements obtained from the cost and non-cost trial bal- 
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ances are identical, after the gross profit on sales has been 
obtained. 
KINDS OF COST SYSTEMS 

The particular cost system established, the method of control 
and the accounts used must depend upon the type of business. 
The collection of costs is dependent upon the manner in which 
articles proceed through the processes of manufacture. Where a 
practically steady flow of material is put into operation and goes 
uninterruptedly through the plant to turn out a uniform product, 
one lot of material following another without relation to a particu- 
lar order or article, the “product system” of calculating costs 
is used; and where unlike orders are put through the plant, each 
having its own special list of material and method of processing, 
costs are collected upon each order or job, under the “special 
order system.” 

There are also two general methods of applying costs over the 
product, known as the “productive labor method” and the 
“process method.” Under the first named, the costs of labor 
(figured by hours or by wages) and of material are charged 
against the product or order direct, and to this total is added a pro 
rata share of the indirect expenses, determined by the amount or 
the time of the productive labor used to produce that product or 
order, the grand total being manufacturing cost. Under the 
“process method,” all charges are made against the various 
processes or operations, and the total cost so ascertained is then 
distributed over the product on a convenient basis, weight, num- 
ber or measure, according to the nature of the product. 

A specialized form of the “process method” of distributing 
expenses, applicable where the greater part of the processing is 
done by machines, is called the “machine cost method.” All in- 
direct expenses having been calculated for a given period, each 
element of the total is charged against various machines or groups 
of machines, according to the floor space or some other equitable 
basis, so that the grand total of manufacturing expense for the 
period is charged to all the machines in the plant. Then, as a 
machine or group of machines is used to work upon product, the 
machine is credited at a predetermined rate with the work done. 
Thus the product is charged with a certain amount which repre- 
sents practically all indirect charges of a certain operation, the 
factory being credited at the same time through the machine for 
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a like amount. If at the end of a given period all machine charges 
have been balanced by credits representing work done upon pro- 
duct, the entire indirect expenses have been absorbed by product. 
Any amount remaining represents charges incurred, which must 
be spread over product in some other way. Usually the unit 
of measurement taken is the “machine hour’; that is, the total 
charge against a machine is divided by the number of hours 
of running time of the factory over the period considered. Pro- 
duct is then charged and the machine credited with the machine’s 
hourly burden rate multiplied by the number of hours the machine 
works. If the machine fails to run full time it will have a debit 
standing against it at the end of the period. This debit is due 
principally to idle time, and is ordinarily absorbed by a “supple- 
mentary rate” added to the product sufficient in size to cover 
the deficiency. 

Combinations of the two systems of collecting costs and the 
two methods of distributing them produce the four general types 
of cost accounting systems: (a) special order system, distributing 
indirect expense by the productive labor method; (b) special 
order system, distributing by the process or machine cost method ; 
(c) product system, distributing by the productive labor method ; 
(d) product system, distributing by the process or machine cost 
method. 

One or other of these types can be used in any factory. 
The choice between the special order and the product systems de- 
pends on the nature of the product, uniformity being required for 
successful operation of the product system. The method of dis- 
tributing factory burden should be chosen according to the im- 
portance of labor and machinery in production. Factories where 
labor is the predominating element should use the direct labor 
method as the basis of prorating burden, while those where ex- 
pensive and complicated machinery predominates should use 
the process or machine cost method. 


CONTROL OF MATERIAL 

When material is received, checked and delivered into storage, 
record of the transaction is made both in the financial books and 
the cost records. In the financial books, the entry is usually made 
in the voucher register, debiting raw materials and crediting 
vouchers payable. In the cost records, the individual items are 
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entered in a stores ledger, wherein an account is kept with each 
item of stock. The stores ledger thus carries the particulars of 
the materials carried in the general ledger. 

The effect of the issue of materials from the store room to 
be put into production is a debit to the goods in process account 
and a credit to the materials account. It is customary for this 
entry to be made through a “transfer outward” journal. If any 
of the material so issued is later returned to stock, a reverse entry 
is used to cover the transaction. 

The charge for materials which is to be entered against a 
specified unit of product is obtained by the use of a lot number 
or job number. The requisition ticket, bill of material or other 
paper, which authorizes the removal of material from store 
rooms, contains a space in which is placed the number against 
which it is to be charged. The various amounts chargeable 
against a certain job are later assembled on a cost sheet or in a 
cost journal. 

The individual records of raw materials show the balances 
which should be on hand. The balance of the raw material ac- 
count shows the money value of these materials, which the stores 
records usually carry both by number and value. The stores records 
should be compared with physical counts made independently 
of the materials records. In this way there are three sources from 
which a careful scrutiny of materials may be made, viz., the 
control account in the financial books, the stores ledger accounts 
and the physical inventory. 


CONTROL OF LABOR COSTS 
The purposes served by a proper accounting for labor are 
three: (a) the measuring of the relative efficiency of labor as to 
production value; (b) the discovery of means of increasing pro- 
duction and lowering costs; and (c) the determination of a basis 
for distributing overhead expenses. 

The charges for labor are secured originally from a time card or 
time-ticket which shows the operator, the operation, the time 
worked and the job or lot to which the cost is chargeable, also 
whether the labor is to be classed as direct or indirect. 


WAGE SYSTEMS 
The more commonly employed plans of paying wages are as 
follows: 


(a) Day rate—A flat rate per day regardless of output. 
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(b) Piece work.—A flat rate per unit of output. 

(c) Differential rate—A rate per unit of output, which in- 
creases when output is increased. 

(e) Premium plan.—A flat rate per hour plus extra pay for 
time saved ; the time saved equals difference between standardized 
and actual time. 

(f) Bonus plan.—A rate per hour which increases when out- 
put is increased. 

(g) Stint plan—A flat day rate, with privilege of going home 
when the assigned day’s work is completed. 

The above mentioned plans contain the main points of di- 
vergence, but there are a large number of combinations of systems. 
For instance, Santa Fe efficiency plan has a_ standardized 
output which is regarded as 100 per cent efficiency, all other out- 
puts being scaled as percentages of efficiency. The workmen 
are paid by the hour, the hourly rate consisting of a guaranteed 
flat amount plus an additional amount which varies according to 
the efficiency of the workmen. Thus the Santa Fe plan com- 
bines the day rate plan and a rather complicated bonus plan. 





CONTROL OF MANUFACTURING EXPENSES 

As it is not practicable to ascertain the exact amount of the 
manufacturing expenses that have occurred during the time a 
given job or order is in process, some sort of estimate is made 
to cover the job. Distribution of expenses over product may be 
made upon any number of the following bases: (a) cost of 
productive labor, (b) cost of direct materials, (c) prime cost, 
(d) hours of labor spent, (e) units of product and (f) machine 
hours. The use of each of these methods is indicated in the fol- 





lowing table: -——Cost of job under various methods of —\ 
pro-rating burden 
ra ko me 
os] i] _ os “ v 
vv > \ a a ol ov & 
ch af Bo he go ee eS 
se £2 82 S82 cB 3 ES & 2 
— B22 W868 =°8 Ao 4 & > & az 
Material cost. $10,000 $1.00 $1.00 $1.00 $1.00 $1.00 $1.00 $1.00 
Labor cost.. 16,000 1.60 1.60 1.60 1.60 1.60 1.60 1,60 
Burden cost. 14,000 (?) 1.40a 1.40b 1.40c 150d 1.40e 1.32f 
Labor hours.. 56,000 6 
Mach. hours. 42,000 4 
Pieces made.. 10,000 I 
$4.00 $4.00 $400 $4.10 00 $3.92 
@ (14,000 + 16,000) x $1.60. d ($16,000 + 56,000) x 6. 
b (14,000 + 10,000) & $1.00. e ($14,000 + 10,000) x 1. 
¢ (14,000 + 26,000) x $2.60. f ($14,000 + 42,000) x 4. 
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When the estimates of indirect expenses are made at the be- 
ginning of the period, the estimated total is debited to the “manu- 
facturing expense in goods in process” account and credited to 
the factory expense account (the account used to collect all such 
outlays). When the burden is prorated to the product the goods 
in process account is debited and the “manufacturing expense 
in goods in process” account credited. When these entries are 
made, failure of the factory expense account to balance at the 
end of the period will indicate an under or over distribution of 
the manufacturing expenses of the factory. A balance in the 
“manufacturing expense in goods in process” account shows 
that certain manufacturing expenses have been charged or are 
yet to be charged on the cost cards of the unfinished orders, jobs 
or contracts at the close of the period. 
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EDITORIAL 
Schools and Schools 


The results of the November, 1920, examinations of the Amer- 
ican Institute of Accountants afford an impressive commentary 
on the present tendency of accountancy education. Out of a total 
of 820 candidates for certified public accountant certificates of 
states co-operating with the institute only 110 passed. This per- 
centage (a little over 13 per cent) is the lowest recorded by the 
board of examiners, but the record has been growing steadily 
worse. For instance, the average of successes among the candi- 
dates in the five examinations from May, 1917, to May, 1919, 
inclusive, was 49 per cent, while the average for the next three 
examinations was barely 25 per cent. The percentage of suc- 
cesses of applicants for admission to the institute was of course 
much higher (almost 70 per cent), as the institute has rigid pre- 
liminary practice requirements. Our comments in these notes 
refer only to candidates for state certificates. 

It will be noted by those who follow the course of account- 
ancy development that the number of applicants for certified public 
accountant certificates has increased with considerable rapidity. 
The general interest in the profession and the opportunities which 
it offers are sufficiently magnetic to attract a great many young 
men and some older men. The cause of this large and increasing 
percentage of failures in the certified public accountant examina- 
tions is, therefore, a subject of importance to both the practising 
accountant and the student. 

Many of the applicants, of course, have no qualifications what- 
ever to justify them in believing that they will ever qualify as 
certified public: accountants. Many others regard the certified 
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public accountant certificate as an ornament to put on the office 
wall and have no immediate intention or perhaps no intention at 
all of entering the public accounting field. These, perhaps, feel 
that they can demand a larger salary or better consideration of 
some other kind from their employers or those with whom they are 
associated if they have the privilege of appending to their names 
the initials “C. P. A.” With the failure of such persons we are 
not greatly concerned. 

There are, however, many among the applicants who honestly 
intend to enter public accounting and in their haste to achieve suc- 
cess undertake the examinations long before they are sufficiently 
prepared. Many states make no requirement of public practice 
prior to examination. Other states have a practice requirement 
which is inadequate or is a dead letter. A substantial number of 
failures is from this class of applicants. 

The greatest single reason for the large percentage of failures 
is, we believe, the alleged accounting schools which are springing 
up with a mushroom growth. These offer correspondence courses 
and put forward every inducement except solid instruction to at- 
tract potential students. Some of these new schools are good, 
some of both the new and older are bad, and some are so color- 
less that they are neither good nor bad—very Laodiceans among 
schools. 

Many accountants and others interested in the subject have ex- 
pressed the opinion that a person who is misled by the flamboyant 
advertising of some so-called accountancy courses is not deserving 
of sympathy. The claims of excellence made by some schools are 
so ridiculous that they should defeat their purpose. It must be 
remembered, however, that the reading public—the kind of public 
which is apt to believe the written word whatever it may be— 
is not given to deep thought or discrimination and many people 
will accept at its face value any kind of claim to superiority or 
virtue which is asserted in a plausible manner. 

THE JoURNAL oF AccouNTANCY has declined to publish the 
advertising of many of these schools. In some cases repeated ef- 
forts have been made to induce this magazine to accept advertis- 
ing of organizations concerning which the institute has serious 
doubts or no doubts at all. Some of these advertisements in them- 
selves have been quite harmless and have made no claims that 
might not readily be validated. THe JourNAL or ACCOUNTANCY, 
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however, has declined these apparently harmless advertisements if 
they emanated from organizations engaged in undesirable adver- 
tising elsewhere. 

For example, we feel that no school can promise results. How- 
ever excellent the course of instruction, the success or failure 
of the student depends to a large degree upon his own ability— 
and a man’s ability is quite beyond the range of human control. 
Therefore if an advertisement is presented to us which states that 
students taking “our course will not only be able to pass a C. P. A. 
examination but will surely increase their earning capacity,” we 
will have none of it. 

Or if an advertisement by word or impression indicates a leap 
from a small to a great salary as the result of studying the course 
advertised it is self-evident that the claim is unlikely of fulfilment 
in the great majority of cases and the fact of its preposterous char- 
acter raises grave question as to the value of the course offered. 

Testimonials are written by people who should know better and 
are published broadcast. Men whose names are well-known in 
professions appear as lecturers, trustees or regents of various ac- 
counting schools and the casual reader who has a penchant for 
accounting or would like to have a knowledge of the subject may 
be pardoned if he regards seriously what these institutions have 
to say for themselves. 

Such absurd statements are made in support of some of these 
courses that the first inclination of anyone with the least discern- 
ment should be to laugh. 

“I recently struck oil on my farm in Oklahoma and as a result 
I am to-day independently wealthy. I attribute this largely to the 
fact that when a youth I devoted my evenings for a year to the 
study of your correspondence course in higher accountancy.” Or 
Cheater’s Academy of Accounting might say, “Send for our book- 
let ‘The Royal Road to Wealth.’ It will tell you how to leave the 
humdrum of $2,000 a year and become president of a metropolitan 
bank.” Or “No previous education or experience is required. 
Take our course and make the rest of the world envious.” 

These are not exact quotations but are scarcely more absurd 
than some advertisements that have been published by some so- 
called schools of accountancy. 

Some of the schools which have real merit have been so charmed 
by the grandiloquence of get-rich-quick organizations that they 


189 








The Journal of Accountancy 


have adopted somewhat similar tactics and have thereby greatly 
depreciated their standing in the eyes of the profession. There 
seems to be something contagious about a loud noise. We stand 
at the door of the circus tent and listen to the charm of the barker 
and straightway are imbued with the idea that if we stand in front 
of our own doors and bark the crowd will gather and success will 
come crowding upon us. 

In the office of this magazine we have an interesting file of so- 
called educational pamphlets produced by institutions engaged in 
the gentle art of angling. If it ever becomes necessary to give 
horrible illustrations this file will furnish material. There seems 
to have been nothing in the way of bad taste which has been over- 
looked—and all in the name of education. 

The matter has its humorous side but it has also a serious side. 
It is almost impossible to prevent false advertising—there are so 
many degrees of falsity and it is so easy to keep just within the 
law. If all magazines, newspapers and other vehicles of advertise- 
ment would exercise a rigorous censorship of this class of ad- 
vertising much good could be done, but even then there is always 
the circular letter—devised by some peculiarly ingenious limb of 
Satan—which can be sent far and wide and will always bring a 
certain amount of return. 

What is the result? Is it not found in the failure of nearly 
87 per cent of candidates in the last examinations? Is it not 
found also in the great number of men who write to the office of 
this magazine asking for suggestions as to when and where they 
can obtain employment and laying claim to efficiency by virtue 
of having studied such and such a course? Is it not found in the 
increasing skepticism with which the wary portion of the public is 
beginning to regard all accounting courses both worthy and un- 
worthy? 

There are worthy schools and the JouRNAL is glad to do them 
honor. They should be supported and they are deserving of suc- 
cess—but they are hindered by the other kind of schools. Public 
discrimination seems to be the only remedy, and possibly now that 
money is not so easy to get students of accounting will exercise 
on their own behalf a little more common sense. 
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Epitep sy STEPHEN G. Rusk 


The decision of the United States district court of Connecticut, handed 
down by District Judge Thomas, December 16, 1920, in the case of Brewster 
versus Walsh is causing such widespread interest that it is thought advis- 
able to publish it in its entirety in THe JourNAL oF ACCOUNTANCY. 

Until this decision is upheld by the United States supreme court tax- 
payers will be expected to make their returns as heretofore, as if the decision 
had not been rendered, but it may be advisable to make claims for abatement 
of the tax on sale of capital assets pending the final adjudication of this 
matter. 

The commissioner of internal revenue has addressed a letter to the col- 
lectors under date of February 10, 1921, in which he states that the bureau 
will continue to collect the tax upon gains and profits realized from the 
sale of capital assets unless and until the supreme court shall hold that pro- 
vision of the law unconstitutional. 

From the above-mentioned letter it appears that “the same question is 
involved in the Eldorado and Ryerson cases which were argued in the 
supreme court some weeks ago.” The court has not handed down a decision 
in these cases. 

Treasury decision No. 3119 contains some interesting information re- 
garding estate tax under the revenue act of Sept. 8, 1916, applying to trans- 
fers of property in contemplation of death. It comprehends a decision by 
Circuit Judge Knappen in the United States circuit court of appeals, sixth 
circuit, in Schwab, Executor, versus Doyle. 

The regulations relative to amortization allowances have been revised 
and clarified by the department of internal revenue and they are amended 
by treasury decision No. 3123. 

Some interesting theories are set forth in a decision handed down by 
Circuit Judge Knappen in the case of the Nashville, Chattanooga & St. 
Lowis Railway Company versus United States. 

The portion which will be found especially interesting to accountants is 
that in which the judge states that “the depreciation which may be deducted 
in determining net income is the decrease in intrinsic value due to wear, 
tear, decay, obsolescence, etc., of the physical property suffered during the 
year as distinguished from the market value.” 

This seems to differ from the accepted theory that physical property has 
a known period of years of usefulness and that its cost, less salvage value 
at end of its usefulness, is the amount that depreciates, and that this depre- 
ciation may be charged against income in equal annual instalments. 

It will be seen, however, in this particular case that there had been testi- 
mony by “competent witnesses of railway experience” that the “service life 
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of any normally operated and normally and well maintained railroad is 
perpetual * * *” Hence there may be no conflict between the ruling 
in this case and the accepted theory of depreciation. 


(Decision) 
Revenue act of 1916 
Increase in value of capital assets when realized by sale or other dis- 
position, by one not a trader or dealer therein, is not income, and hence 1s 
not taxable as such. 
DISTRICT COURT OF THE UNITED STATES 
District of Connecticut 


Frederick F. Brewster } 
vs. | No. 2133 
James J. Walsh f At Law 
Collector of Internal Revenue. J 


THOMAS, DISTRICT JUDGE: 


This action arises under the income-tax law of 1916. Plaintiff seeks 
to recover of the defendant, who is collector of internal revenue for the 
district of Connecticut, $17,689.13, which amount the plaintiff paid to the 
government under protest, as an additional income tax assessed against him 
for the year ending December 31, 1916. The plaintiff further claims that 
there is also due him the additional sum of $67.66 which the government 
concedes was an overpayment of normal tax and is rightly due the plaintiff, 
so that the total amount claimed by the plaintiff is $17,756.79. Trial by 
jury was waived and the case was tried to the court. 

The facts were stipulated. It appears that plaintiff is not now nor was 
he during the times mentioned herein, a member of any stock exchange, or 
of any similar organization or association engaged in the business of trad- 
ing in, buying or selling securities. Neither was he in any way engaged 
in the business of buying or selling stocks and bonds otherwise than oc- 
casionally making purchases of stocks and bonds for investment purposes, 
and occasionally making sales of such stocks and bonds for the purpose of 
changing the character of his investments. It further appears that there 
are three transactions involved in the main points raised in this suit. 

The first transaction concerns the bonds of the International Navigation 
Company. In 1899 the plaintiff acquired certain interest-bearing bonds of 
that company of the face value of $191,000 in exchange for other securities 
of the same corporation, and during the year 1916 he sold the same bonds 
for $191,000. On March 1, 1913, these bonds were quoted in the market at 
790%4% of their face value, so that on that day the market value of the 
bonds was $151,845. The tax sought to be collected by the government on 
this transaction is based upon the difference between the sale price and 
the market price of the bonds on March 1, 1913, to wit: $39,155, which 
amount the commissioner taxed as income for the year 1916, and is part 
of the tax paid under protest which plaintiff seeks to recover in this suit. 

The second transaction concerns certain bonds of the International Mer- 
cantile Marine Company. In 1903, plaintiff, as a member of an underwriting 
syndicate, was granted an allotment of mortgage bonds of the face value 
of $257,000, in return for which he paid the company at that time $231,300 
in cash, but the bonds thus allotted were not delivered to the plaintiff until 
April, 1906 when he received them with nothing by way of interest on the 
amount of cash he had turned over to the company in 1903. The plaintiff 


192 





























Income-tax Department 


claims that interest at 6% for three years on $231,300 is properly an element 
of cost and attributable thereto. 

It becomes necessary at this point to digress from a statement of the 
facts and first dispose of plaintiff’s claim for interest on this transaction, 
in order to determine what the bonds actually cost the plaintiff, as the actual 
cost must be determined before consideration can be given to the plaintiff's 
claims respecting the tax the commissioner assessed and which plaintiff 
paid under protest, pursuant to such assessment. Plaintiff’s claim that in- 
terest computed from date of payment in 1903 to date of receipt of bonds 
in 1906, and added to the cash paid for the bonds represents the real cost of 
the bonds to the plaintiff is untenable. 

In Hays v. Gauley Mountain Coal Co., 247 U. S. 180, one of the ques- 
tions there presented was whether the respondent should be allowed to add 
interest to the amount of cash it had paid in 1902 for certain shares of the 
capital stock of another mining company which shares it sold in 1911, but 
the supreme court held that there was “no merit in the contention that in- 
terest should be added to the purchase price in order to ascertain its cost,” 
so that I find that the actual cost of these bonds to the plaintiff was $231,300. 

From the stipulation it further appears that the plaintiff sold the bonds 
in 1916 for $276,150, part of them having been sold at 107% and part at 
107%. But on March 1, 1913, the market quotation and market value of 
these bonds was 64 bid and 64% asked and at such quotation had an actual 
market value of $164,480. On this transaction the plaintiff failed to make 
an income tax return as to any profit or gain by him obtained on the sale 
of these bonds and was later assessed an additional tax of $111,670 on the 
ground that this was the representative gain shown by the difference be- 
tween $164,480, the value of said bonds as indicated by the market quota- 
tion of March 1, 1913, and $276,150, the price which plaintiff received from 
the sale of the bonds in 1916. The tax which was assessed on this transac- 
tion by the commissioner, and paid under protest, and which is part of the 
tax here sought to be recovered was levied upon the sum of $111,670, which 
amount the government claims represents the income received from the sale 
of these bonds and which amount, as stated above, was the difference be- 
tween the market value of the bonds on March 1, 1913, and the sum re- 
ceived for them when sold in 1916. 

The third transaction relates to a stock dividend declared by the Stand- 
ard Oil Company of California, in which company the plaintiff owned 1330 
shares of its capital stock. In 1916 the plaintiff received 665 shares of 
stock of said company as a stock dividend declared against a surplus,— 
18.0754% of which had been earned after March 1, 1913. The government 
claims that the plaintiff derived $12,019.41 taxable income therefrom, but 
this claim has been decided adversely to the government in Eisner v. 
Macomber, 252 U. S. 180 [f 2575], where the identical stock dividend 
was under consideration, so that the plaintiff, upon that authority, is en- 
titled to recover for the tax assessed and collected in connection with this 
transaction. 

The discussion is therefore narrowed to two transactions,—those per- 
taining to 

The International Navigation Company bonds, 

The International. Mercantile Marine Company bonds, both of which 
the plaintiff owned on and before March 1, 1913, and which he sold in 1916, 
in accordance with the conditions above set forth. So that the sole inquiry 
here is—whether the difference in the amounts between the value of invest- 
ment securities on March 1, 1913, and the amounts received for such 
securities when sold in 1916 is taxable income within the income-tax law 
of 1916? (39 Stat. c. 463, pp. 756, 757.) 

The discussion of this proposition revolves around the sixteenth amend- 
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ment of the constitution and the legislation passed by the congress after 
the ratification of the amendment. 
The sixteenth amendment to the constitution provides: 


“The congress shall have power to lay and collect taxes on in- 
comes, from whatever source derived, without apportionment among 
the several States, and without regard to any census or enumeration.” 


The pertinent sections of the statute passed by the congress to carry the 
amendment into effect provide: 


“Sec. 1. (a) That there shall be levied, assessed, collected, and paid 
annually upon the entire net income received in the preceding calendar year 
from all sources by every individual, a citizen or resident of the United 
States, a tax of two per centum upon such income.” 


“Sec. 2. (b) That, subject only to such exemptions and deduc- 
tions as are hereinafter allowed, the net income of a taxable person 
shall include gains, profits, and income derived from salaries, wages, 
or compensation for personal service of whatever kind and in what- 
ever form paid, or from professions, vocations, businesses, trade, 
commerce, or sales, or dealings in property, whether real or personal, 
growing out of the ownership or use of or interest in real or per- 
sonal property, also from interest, rent, dividends, securities, or the 
transactions of any business carried on for gain or profit, or gains or 
profits and income derived from any source whatever: provided, that 
the term ‘dividends’ as used in this title shall be held to mean any 
distribution made or ordered to be made by a corporation, joint-stock 
company, association, or insurance company, out of its earnings or 
profits accrued since March first, nineteen hundred and thirteen, and 
payable to its shareholders, whether in cash or in stock of the corpora- 
tion, joint-stock company, association, or insurance company, which 
stock dividend shall be considered income, to the amount of its cash 
value.” 


It is thus apparent that the statute specifically imposes a tax upon net 
income which “shall include gains, profits, and income derived from 
sales or dealings in property,” and then provides: 


“(c) For the purpose of ascertaining the gain derived from the 
sale or other disposition of property, real, personal, or mixed, 
acquired before March first, nineteen hundred and thirteen, the fair 
market price or value of such property, as of March first nineteen 
hundred and thirteen, shall be the basis for determining the amount 
of such gain derived.” 


It is the contention of the plaintiff that the statute is unconstitutional in 
so far as it taxes as income the increased value of investments when real- 
ized by sale, and that such a tax is a direct tax upon capital or property not 
authorized by the sixteenth amendment and not a tax upon income. In other 
words, that such gains do not come within the definition of income as the 
word is used in the sixteenth amendment. 

On the other hand, it is the contention of the government that such gains 
do constitute income properly taxable under the income-tax law of 1916. 

We are therefore brought to a consideration of the scope of the sixteenth 
amendment, because there is no question but that prior to the adoption of 
this amendment the congress had no power whatever to tax as income gains 
arising from the sale of property where the owner thereof was not a 
dealer or trader in such property so as to justify an excise tax upon his 
business. 

In support of this, reference is made to the decision of the supreme 
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court in Pollock v. Farmer's Loan & Trust Co., 158 U. S. 601. The con- 
clusion stated by Chief Justice Fuller, on page 637, is as follows: 

“Taxes on personal property, or on the income of personal prop- 
erty, are likewise direct taxes,” and that “the tax imposed by Sections 
twenty-seven to thirty-seven, inclusive, of the act of 1894, so far as 
it falls on the income of real estate and of personal property, being 


~ a direct tax within the meaning of the constitution, and, therefore, 


unconstitutional and void because not apportioned according to repre- 
sentation, all those sections . . . are necessarily invalid.” 


In Eisner v. Macomber, supra—Mr. Justice Pitney, speaking of the 
Pollock case, said on page 205: 

“It was held that taxes upon rents and profits of real estate and 
upon returns from investments of personal property were in effect 
direct taxes upon the property from which such income arose, im- 
posed by reason of ownership; and that congress could not impose 
such taxes without apportioning them among the states according to 
population, as required by article I, section 2, clause 3, and section 
9, clause 4, of the original constitution.” 


The sixteenth amendment does not extend the taxing power to new 
subjects. In Evans v. Vore, 253 U. S. 245, at page 262 [f] 2738], Mr. Jus- 
tice Van Devanter in delivering the opinion of the supreme court said :— 

“Thus the genesis and words of the amendment unite in showing 
that it does not extend the taxing power to new or excepted subjects, 
but merely removes all occasion otherwise existing for an apportion- 
ment among the states of taxes laid on income, whether derived from 
one source or another.” 


And again in Eisner v. Macomber, supra, at page 206, Mr. Justice 
Pitney, in discussing the scope of the amendment, said: 

“As repeatedly held, this did not extend the taxing power to new 
subjects, but merely removed the necessity which otherwise might 
exist for an apportionment among the states of taxes laid on income. 
Brushaber v. Union Pacific R. R. Co., 240 U. S. 1, 17-19; Stanton 
v Baltic Mining Co., 240 U. S. 103, 112 et seq.; Peck & Co. v. Lowe, 
247 U. S. 165, 172-173. 

“A proper regard for its genesis, as well as its very clear language, 
requires also that this amendment shall not be extended by loose con- 
struction, so as to repeal or modify, except as applied to income, those 
provisions of the constitution that require an apportionment accord- 
ing to population for direct taxes upon property, real and personal. 
This limitation still has an appropriate, and important function, and 
is not to be overridden by congress or disregarded by the courts. 

“In order, therefore, that the clauses cited from article I of the 
constitution may have proper force and effect, save only as modified 
by the amendment, and that the latter also may have proper effect, 
it becomes essential to distinguish between what is and what is not ‘in- 
come,’ as the term is there used; and to apply the distinction, as cases 
arise, according to truth and substance, without regard to form. 
Congress can not by any definition it may adopt conclude the matter, 
since it cannot by legislation alter the constitution, from which alone 
it derives its power to legislate, and within whose limitations alone 
that power can be lawfully exercised.” 

In the case at bar it therefore “becomes essential to distinguish be- 
tween what is and what is not ‘income’ as the term is used in the sixteenth 
amendment . . . and to apply the distinction according to truth and 
substance without regard to form,” in order that article I of the original 
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constitution, section 2, clause 3, and section 9, clause 4, may have proper 
force and effect save only as modified by the sixteenth amendment. 

The question therefore is simply this :—Is a gain in value realized from 
the sale of property income? 

Insisting with great earnestness, with persuasive argument and the 
citation of cases alleged to be in support of its argument, the government 
contends that the answer is—Yes. The plaintiff, with equal forcefulness, 
contends that the answer is—No. 

But the cases relied upon by the government arose under the corpora- 
tion tax act of 19090, and not under the income tax law. The corpora- 
tion tax act of 1909, as held by the Supreme Court in Stratton’s Independ- 
ence v. Howbert, 231 U. S. 390, 414, 416, was not an income tax law, and 
since gains by sales were specifically included as taxable, the cases decided 
under that act do not determine the definition of the word “income” with- 
in the sixteenth amendment and so are not apposite to the instant case. 

oo" rem Pitney, in the Stratton’s Independence case, supra, on page 
414, said :— 


“As has been repeatedly remarked, the corporation tax act of 1909 
was not intended to be and is not in any proper sense an income tax 
law. This court had decided in the Pollock case that the income 
tax law of 1894 amounted in effect to a direct tax upon property, and 
was invalid because not apportioned according to population as pre- 
scribed by the constitution. The act of 1909 avoided this difficulty 
by imposing not an income tax, but an excise tax upon the conduct 
of business in a corporate capacity, measuring, however, the amount 
of tax by the income of the corporation, with certain qualifications 
prescribed by the act itself. Flint v. Stone-Tracy Co., 220 U. S. 107; 
McCoach v. Minehill Co., 228 U. S. 295; United States v. Whitridge 
(decided at this term, ante, p. 144).” 

And again on page 416 he said :— 

“As to what should be deemed ‘income’ within the meaning of 
Sec. 38, it of course need not be such an income as would have been 
taxable as such, for at that time (the sixteenth amendment not hav- 
ing been as yet ratified), income was not taxable as such by congress 
without apportionment according to population, and this tax was not 
so apportioned. Evidently congress adopted the income as the meas- 
ure of the tax to be imposed with respect to the doing of business in 
corporate form because it desired that the excise should be imposed, 
approximately at least, with regard to the amount of benefit pre- 
sumably derived by such corporation from the current operations of 
the government. In Flint v. Stone-Tracy Co., 220 U. S. 107, 165, it 
was held that congress in exercising the right to tax a legitimate sub- 
ject of taxation as a franchise or privilege, was not debarred by the 
constitution from measuring the taxation by the total income, although 
derived in part from property, which, considered by itself, was not 
taxable. It was reasonable that congress should fix upon gross in- 
come, without distinction as to source, as a convenient and sufficiently 
accurate index of the importance of the business transacted.” 


See also Anderson v. Forty-Two Broadway, 239 U. S. 69, 72; Stanton v. 
Baltic Mining Co., 240 U. S. 103, 114; Von Baumbach v. Sargent Land Co., 
242 U. S. 503, 522; Doyle v. Mitchell Bros. Co., 247 U. S. 179, 183. 

The question before us was passed upon by the supreme court under 
the income-tax law of 1867 in Gray v. Darlington, 15 Wallace 63, and this 
precise question has not been before the supreme court since that decision. 
There it was decided that under the Law of 1867 a gradual increase in 
value extending over a period of years could not be taxed as income for 
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the year in which it was realized by sale. Speaking for the court, Mr. 
Justice Field on page 65 said :— 


“The question presented is whether the advance in the value of 
the bonds, during this period of four years, over their cost, realized 
by their sale, was subject to taxation as gains, profits, or income of 
the plaintiff for the year in which bonds were sold. The answer 
which should be given to this question does not, in our judgment, 
admit of any doubt. The advance in the value of property during a 
series of years can, in no just sense, be considered the gains, profits, 
or income of any one particular year of the series, although the entire 
amount of the advance be at one time turned into money by a sale of 
the property. The statute looks, with some exceptions, for subjects 
of taxation only to annual gains, profits, and income.” 

And further on page 66: 


“The mere fact that property has advanced in value between the 
date of its acquisition and sale does not authorize the imposition of 
the tax on the amount of the advance. Mere advance in value in no 
sense constitutes the gains, profits, or income specified by the statute. 
It constitutes and can be treated merely as increase of capital.” 

Respecting this decision, the supreme court in Lynch v. Turrish, 
247 U. S. 221 [2351], speaking by Mr. Justice McKenna, said on 
page 230, after discussing Gray v. Darlington: 


“This case has not been ‘since questioned or modified,” and meets the gov- 
ernment’s attempt to distinguish Gray v. Darlington, on page 230, in the 
following manner :— 


“The government, however, makes its view depend upon disputable 
differences between certain words of the two acts. It urges that the 
Act of 1913 makes the income taxed one ‘arising or accruing’ in the 
preceding calendar year, while the Act of 1867 makes the income one 
‘derived.’ Granting that there is a shade of difference between the 
words, it cannot be granted that congress made that shade a criterion 
of intention and committed the construction of its legislation to the 
disputes of purists. Besides, the contention of the government does 
not reach the principle of Gray v. Darlington, which is that the grad- 
ual advance in the value of property during a series of years in no 
just sense can be ascribed to a particular year, not therefore as ‘aris- 
ing or accruing,’ to meet the challenge of the words, in the last one 
of the years, as the government contends, and taxable as income for 
that year or when turned into cash. Indeed, the case decides that such 
advance in value is not income at all, but merely increase of capital 
and not subject to a tax as income.” 


The meaning of the word “incomes” in the sixteenth amendment is no 
broader than its meaning in the act of 1867. It was adopted in its present 
form, using only the words “incomes from whatever source derived” with 
the presumptive knowledge on the part of congress and the several state 
legislatures, of the meaning attributed thereto by the decisions of the vari- 
ous courts both state and federal. 

It has been held repeatedly that gains realized from the sale of capital 
assets held in trust are not income, but are principal,—exactly as the 
securities were before they were sold, and that where a tenant for life is 
entitled to the entire net income of a fund, and the trustee realizes an ad- 
vance in value by the sale of an investment, the life tenant is not entitled 
to the gain which is uniformly treated by the courts as an increment to 
principal and a part of the corpus of the trust. 3 

The following are a few of the leading cases sustaining the doctrine 
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that the growth or increase of value when realized on the sale of an in- 
vestment is accretion to capital and not income as between life tenant and 
remainderman. Boardman v. Mansfield, 79 Conn. 634; Carpenter v. Perkins, 
83 Conn. 11, 20; Parker v. Johnson, 37 N. J. Eq. 366, 368; Outcault v. 
Appleby, 36 N. J. Eq. 74, 78; Matter of Gerry, 103 N. Y. 445; Thayer v. 
Burr, 201 N. Y. 155, 157, 158; Graham’s Estate, 198 Pa. St. 216; Neel’s 
Estate (No. 2) 207 Pa. St. 446; Lawman v. Foster, 157 Iowa 275; Slocum 
v. Ames, 19 R. I. 401; Jordan v. Jordan, 192 Mass. 337; Mercer v. Buchanan, 
132 Fed. sor, 508. 

These decisions had at the time of the adoption of the sixteenth amend- 
ment, established a definite meaning of the word “income” for the purpose 
of statutory and constitutional construction. It is difficult to see how the 
word “income” can have any different meaning when applied to the pro- 
ceeds of an investment when held by a trustee, than when held by an 
individual, as the income-tax law specifically refers to funds held in trust. 
(Sec. 2 (b).) 

In order to show the conclusions reached by the courts it will suffice 
to quote from only one of the cases to which reference is made supra. In 
Parker v. Johnson, 37 N. J. Eq. 366, the court said: 


“The profit is not income. It was made by the trustee in the pro- 
cess of converting the investment, and, like a premium realized on 
the sale of government bonds in which the funds might be invested, 
it belongs to the fund. The trustee in this case is to keep the fund 
invested, and the tenant for life is entitled to the interest. It is clearly 
the duty of the trustee to apply the profits on one invesment to making 
up the losses on others.” 


So it seems that income from investments consists,—in the case of 
bonds, of interest; in the case of stocks, of dividends. There is no income 
from the sale of investments. 

The conclusion seems imperative that the word “income” has a well- 
defined meaning, not only in common speech but also under judicial con- 
struction and this meaning does not include the increase in value of capital 
assets when realized upon a sale. 

The following extract from the opinion of Mr. Justice Pitney in the 
Macomber case, supra, at page 206, is instructive: 


“For the present purpose we require only a clear definition of the 
term ‘income’ as used in common speech, in order to determine its 
meaning in the amendment.” 


It seers to me apparent that the supreme court, in Towne v. Eisner, 245 
U. S. 418, 426 [p. 2313], and in Eisner v. Macomber, supra, followed the 
doctrine enunciated in Gibbons v. Mahon, 136 U. S. 549, where it was held 
that a stock dividend is an accretion to capital and not income as between 
a life tenant and the remainderman and therefore held in the Towne case 
that a stock dividend was not income within the meaning of the income-tax 
law of 1913 and in the Macomber case that a stock dividend was not in- 
come within the meaning of the sixteenth amendment. As already stated, 
it is difficult to see why any different rule should be applied to the proceeds 
of an investment—purely a capital investment—when held by a trustee than 
when held by an individual. 

Two pertinent points have been definitely established by the supreme 
court in Eisner v. Macomber, supra, page 214: 

First :—“Enrichment through increase in value of capital invest- 
ment is not income in any proper meaning of the term.” 


and 
Second :—If it requires conversion of capital in order to pay the 
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tax, it must follow that the tax is on capital increase and not on 
income, for on page 213, the court said:— 


“Yet without selling, the shareholder, unless possessed of other 
resources, has not the wherewithal to pay an income tax upon the 
dividend stock. Nothing could more clearly show that to tax a stock 
dividend is to tax a capital increase, and not income, than this demon- 
stration that in the nature of things it requires conversion of capital 
in order to pay the tax.” 


Had the plaintiff possessed no resources other than the bonds which he 
sold,—prior to the sale his capital would have been their then entire value. 
The increase since March 1, 1913, was capital increase. To collect the tax 
on this increase in value because the capital was converted into cash must 
of necessity diminish his capital to that extent. Before the sale all the 
plaintiff possessed was capital without any part of it constituting income. 
The sale of capital results only in changing its form and like the mere 
issue of a stock dividend, makes the recipient no richer than before. Gibbons 
v. Mahon, supra; Towne v. Eisner, supra; Eisner v. Macomber, supra. 

The exact question presented in this case has not been before the supreme 
court since its decision in Gray v. Darlington, supra, nor did it arise in 
Eisner v. Macomber, supra. Notwithstanding certain passages in the opin- 
ion of the court in the Macomber case stating that when dividend stock is 
sold at a profit, the profit is taxable like other income,—which I consider, 
in view of all that has been written by the supreme court in a long line of 
income tax decisions, must mean that the profit derived from such transac- 
tions, if it is income, applies in the case of a trader and not in the case of 
an individual who merely changes his investments. 

Therefore, under the authority of Gray v. Darlington, which is approved 
in Lynch v. Turrish, supra, I feel constrained to hold that the appreciation 
in value of the plaintiff’s bonds, even though realized by sale, is not in- 
come taxable as such, and in reaching this conclusion I find support for it 
in the Macomber case where Mr. Justice Pitney says: 


“Enrichment through increase in value of capital investment is not 
income in any proper meaning of the term.” 


It follows that the income-tax law of 1916, in so far as it attempts to 
tax such increase, is in conflict with the apportionment requirements of 
the first article of the constitution, being a direct tax and not apportioned 
among the several states according to population. 

Counsel for plaintiff contended that the act should be so construed as to 
limit the tax to the actual increase from the dates of acquisition, although 
the value of such bonds was less on March 1, 1913, than when acquired 
prior thereto, in the event that the gain in value of the bonds when sold 
was taxable at all. In view of the decision that such increases are not in- 
come it becomes unnecessary to discuss the point. 

The conclusion herein expressed has been reached only after a very 
careful consideration of all the respective claims presented by able coun- 
sel in exhaustive and persuasive briefs and with full appreciation of the 
admonition given by the supreme court in Nicol v. Ames, 173 U. S. 509, 
at page 514. This court fully appreciates that 


“Tt is always an exceedingly grave and delicate duty to decide. upon 
the constitutionality of an act of the congress of the United States. 
and that 


“the duty imposed demands in its discharge the utmost deliberation 
and care and irivokes the deepest sense of responsibility”— 


as was said by Chief Justice Fuller in the opening paragraph of the opin- 
ion in Pollock v. Farmers’ Loan & Trust Co., 158 U. S. 601, at page 617. 
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In the discharge of that duty, as I see it, it follows that the word “incomes” 
in the sixteenth amendment should not and cannot be so construed as to 
include property other than income even if such property is described as 
income by an act of congress, as such a construction permits the congress 
to nullify the provisions of the second section of article I of the constitu- 
tion, that direct taxes shall be apportioned. 

Let judgment be entered for the plaintiff to recover of the defendant 
$17,756.79, together with interest on the same from July 109, 1918, together 
with costs of suit. 

Ordered accordingly. 


(T. D. 3115, January 12, 1921) 
Treasury certificates of indebtedness 


Instructions relative to acceptance of treasury certificates of indebtedness 
for income and profits taxes, supplementing articles 1731 and 1732, reg- 
ulations No. 45 (revised), and superseding T. D. 2973. 

1. Collectors of internal revenue are authorized and directed to receive 
at par United States treasury certificates of indebtedness, series TM-1921, 
dated March 15, 1920, series TM 2-1921, dated July 15, 1920, series TM 
3-1921, dated September 15, 1920, and series TM 4-1921, dated October 15, 
1920, all maturing March 15, 1921, in payment of income and profits taxes 
payable on March 15, 1921. Collectors are authorized and directed to re- 
ceive at par treasury certificates of indebtedness of series TJ-1921, dated 
June 15, 1920, and series TJ 2-1921, dated December 15, 1920, both matur- 
ing June 15, 1921, in payment of income and profits taxes payable on June 
I5, 1921; treasury certificates of indebtedness of series TS-1921, dated 
September 15, 1920, maturing September 15, 1921, in payment of income 
and profits taxes payable on September 15, 1921, and treasury certificates 
of indebtedness of series TD-1921, dated December 15, 1920, maturing 
December 15, 1921, in payment of income and profits taxes, payable on 
December 15, 1921. Collectors are further authorized and directed to re- 
ceive at par, in payment of income and profits taxes payable, at the maturity 
of the certificates, respectively, treasury certificates of indebtedness of any 
other series which may be issued maturing on March 15, June 15, Septem- 
ber 15, or December 15, 1921, respectively, and expressed to be acceptable 
in payment of income and profits taxes. Collectors are not authorized 
hereunder to receive in payment of income or profits taxes any treasury 
certificates of indebtedness not expressed to be acceptable in payment of 
income and profits taxes, nor any treasury certificates maturing on a date 
other than the date on which the taxes are payable, Collectors are author- 
ized to receive treasury certificates of indebtedness which are acceptable 
as herein provided in payment of income and profits taxes, in advance of 
the respective dates on which the certificates mature. Treasury certificates 
acceptable in payment of income and profits taxes have one or more in- 
terest coupons attached, including as to each series a coupon payable at the 
maturity of the certificates, but all interest coupons must in each case be 
detached by the taxpayer before presentation to the collector, and collected 
in ordinary course when due. The amount, at, par, of the treasury cer- 
tificates of indebtedness presented by any taxpayer in payment of income 
and profits taxes must not exceed the amount of the taxes to be paid by him, 
and collectors shall in no case pay interest on the certificates or accept them 
for an amount other or greater than their face value. 

2. Deposits of treasury certificates of indebtedness received in pay- 
ment of income and profits taxes must be made by collectors, unless other- 
wise specifically instructed by the secretary of the treasury, with the fed- 
eral reserve bank of the district in which the collector’s head office is located, 
or in case such head office is located in the same city with a branch fed- 
eral reserve bank, with such branch federal reserve bank. Specific instruc- 


200 




















Income-tax Department 


tions may be given to collectors by the secretary of the treasury in certain 
instances for the deposit of the certificates with federal reserve banks of 
other districts and branch federal reserve banks. The term “federal reserve 
bank,” where it appears herein, unless otherwise indicated by the context, 
includes branch federal reserve banks. Treasury certificates accepted by 
the collector prior to the dates when the certificates respectively mature 
should be forwarded by the collector to the federal reserve bank, to be held 
pag man of the collector until the date of maturity and for deposit on 
suc ate. 


3. Collectors of internal revenue are not authorized, unless express in- 
structions otherwise are given by the secretary of the treasury, to receive 
in payment of income or profits taxes interim receipts issued by federal 
reserve banks in lieu of definite certificates of the series herein described, 


4. Certificates of indebtedness should in all cases be indelibly stamped 
on the face thereof as follows by the collector, and when so stamped should 
be delivere’ to the federal reserve bank in person if the collector is located 
in the a city, and in all other cases forwarded by registered mail 
uninsured : 


This certificate has been accepted in payment of income and profits taxes, 
and will not be redeemed by the United States except for credit of the 
undersigned. 


eee eee eee ee ee 


Collector of Internal Revenue 
Fad Db) sca. isda Dhstelst OF olivate 


5. Collectors should make in tabular form a schedule in duplicate of 
the certificates of indebtedness to be forwarded to the federal reserve bank, 
showing the serial number of each certificate, the date of issue and maturity, 
with serial designation, and face value. Certificates of indebtedness ac- 
cepted prior to the date of maturity must be scheduled separately. At the 
bottom of each schedule there should be written or stamped “Income and 
profits taxes $........ ,” which amount must agree with the total shown 
on the schedule. One copy of this schedule must accompany certificates 
sent to the federal reserve bank, and the other be retained by the collector. 
The income and profits tax deposits resulting from the deposits of such 
certificates must in all cases be shown on the face of the certificate of de- 
posit (national bank form 15) separate and distinct from the item of mis- 
cellaneous internal-revenue collections (formerly called — Until 
certificates of deposit are received from the federal reserve banks, the 
amounts represented by the certificates of indebtedness forwarded for de- 
posit must be carried by collectors as cash on hand, and not credited as 
collections, as the dates of certificates of deposit determine the dates of 
collections. 


6. For the purpose of saving taxpayers the expense of transmitting 
such certificates as are held in federal reserve cities or federal reserve 
branch bank cities to the office of the collector in whose district the taxes 
are payable, taxpayers desiring to pay income and profits taxes by such 
treasury certificates of indebtedness acceptable in payment of taxes should 
communicate with the collector of the district in which the taxes are pay- 
able and request from him authority to deposit such certificates with the 
federal reserve bank in the city in which the certificates are held. Col- 
lectors are authorized to permit deposits of treasury certificates of in- 
debtedness in any federal reserve bank with the distinct understanding that 
the federal reserve bank is to issue a certificate of deposit in the collector’s 
name covering the amount of the certificates of indebtedness at par and to 
state on the face of the certificate of deposit that the amount represented 
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thereby is in payment of income and profits taxes. The federal reserve 
bank should forward the original certificate of deposit to the treasurer of 
the United States with its daily transcript, and transmit to the collector 
the duplicate and triplicate, accompanied by a statement giving the name 
of the taxpayer for whom the payment js made, in order that the collector 
may make the necessary record and forward the duplicate to the office of 
the commissioner of internal revenue. 

7. This treasury decision amends and supplements the provisions of 
article 1731 and 1732 of regulations No. 45 (revised), and supersedes 
T. D. 2973. 


(T. D. 3119, January 17, 1921) 
Estate tax—Act of September 8, 1916—Decision of court 


1. Estate TAX—TRANSFER IN CONTEMPLATION OF DEATH—RETROACTIVE 
OPERATION OF ACT. 


The act of September 8, 1916, title II, applies to all transfers in con- 
templation of death, whether made before or after the passage of the act, 
provided the transferrer’s death occurred after the act took effect. 


2. Same—Act or Sepremper 8, 1916—CoNsTITUTIONALITY. 


The act of September 8, 1916, title II, construed as applying to trans- 
fers made in contemplation of death before its passage, where the trans- 
ferrer died after the act took effect, is not unconstitutional. 


3. SamMe—“InN CoNTEMPLATION OF DEATH” DEFINED. 


By the term “in contemplation of death,” as used in section 202 of the 
act of September 8, 1916, and applied to a gift inter vivos, is not meant on 
the one hand the general expectancy of death which is entertained by all 
persons, nor, on the other, is the meaning of the term necessarily limited 
to an expectancy of immediate death or a dying condition. Nor is it 
necessary, in order to constitute a transfer in contemplation of death, that 
the conveyance or transfer be made while death is imminent, or immed- 
iately impending by reason of ill health, disease, injury or like physical 
conditions. But a transfer may be said to be made in contemplation of 
death if the expectancy or anticipation of death in either the immediate 
or reasonably near future is the moving cause of the transfer. 


4. Estate TAX—TRANSFER IN CONTEMPLATION OF DEATH—EVIDENCE. 


The decedent on April 22, 1915, made a deed absolute in form conveying 
personal property worth about $1,000,000 in trust with no reservations in 
her favor. She died September 16, 1916, of apoplexy, primarily resulting 
from hardening of'the arteries. She was a childless widow and had lived 
for many years in the family of a sister whose husband, and ultimately 
whose children, were the beneficiaries of the deed of trust. On May 26, 
1915, the decedent made her will and in it referred to the disposition of her 
estate and to the wills made at the same time by her sister and brother- 
in-law. Held, that it was clear, in the light of the evidence presented, that 
a question of fact was presented for the jury’s determination. 


5. SAME—TRANSFER IN CONTEMPLATION OF DEATH—PRESUMPTION. 

It was not error to charge that, in determining the issue of fact whether 
the transfer was made in contemplation of death, there might be taken into 
account the presumption afforded by the prima facie clause of section 202 
(b) of the act, which provides that “Any transfer of a material part of his 
property in the nature of a final disposition or distribution thereof, made by 
the decedent within two years prior to his death without such a considera- 
tion (namely, a fair consideration in money or money’s worth) shall, unless 
shown to the contrary, be deemed to have been made in contemplation of 
deme? ” 
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6. SAME—TRANSFER IN CONTEMPLATION OF DEATH—CONCLUSION OF 
WITNESS. 


It is incompetent for a witness to state a fact which is for the ultimate 
conclusion of the jury; in the present instance, whether a testatrix had 
any expectancy that she was in danger of passing away in the near future. 


7. Evmence—Hearsay. 


Testimony of a witness that he understood that decedent, her sister, and 
the latter’s husband made their wills together so as not to excite decedent, 


was properly excluded ; witness plainly having no first-hand knowledge of 
the matter. 


8. SamE—OBJECTION TO COMPETENCY—TIME, 


Where no exception was taken to overruling of objection to testimony 
on ground that it was immaterial, and the witness then testified without 
objection, a subsequent objection, on the question being substantially re- 
peated to the same witness, but without statement of the grounds of asserted 
incompetency, and without motion to strike out the testimony already given, 
came too late. 

The appended decision, dated December 10, 1920, of the United States 
circuit court of appeals, sixth circuit, in the case of Victor E. Shwab, 
executor, v. Doyle, collector, is published for the information of internal 
revenue officers and others concerned. 


UNITED STATES CIRCUIT COURT OF APPEALS, SIXTH CIRCUIT 


Victor E. Shwab, executor plaintiff in error, v. Emanuel J. Doyle, collector 
internal revenue, defendant in error 
Error to the district court of the United States for the western district 
of Michigan 
Submitted June 11, 1920. Decided December 10, 1920 
Before Knapren, Denison, and DonaHUE, circuit judges 

KNAPPEN, circuit judge: Suit by plaintiff in error to recover an estate 
tax paid under protest. 

On April 22, 1915, decedent made to the Detroit Trust Co. a deed ab- 
solute in form, conveying personal property worth about $1,000,000 in trust, 
for the payment of both interest and principal to certain beneficiaries, with 
no reservation in favor of the grantor. The conveyance took immediate 
effect, and was accompanied by delivery of the property conveyed. It was 
purely voluntary and without momentary consideration. Decedent died 
September 16, 1916, possessed of a remaining estate of about $800,000, upon 
which a tax was assessed and paid upon return by the executor under title 
II of the revenue act of September 8, 1916 (39 Stat., ch. 463; U. S. Comp. 
Stat., 1916, sec. 633614), which took effect seven days before decedent’s death, 
viz, September 9, 1916. That tax is not involved here, nor is its validity 
questioned. The tax here in question was assessed under section 202 of the 
same act, as upon a transfer made in contemplation of death. Plaintiff con- 
tended below and contends here (1) that the act was not intended to reach 
absolute conveyances in contemplation of death made~before the passage 
of the act; (2) that if so intended it is unconstitutional; (3) that there was 
no substantial evidence that the transfer was “in contemplation of death” 
within the meaning of the statute. The trial court denied plaintiff’s motion 
for a direct verdict, held the statute valid and applicable to the trust 
deed, if made in contemplation of death, and submitted to the jury the 

uestion whether it was so made. There were verdict and judgment for 
defendant. 

1. Was the act intended to apply to transfers made before its passage? 
Section 202 includes in the taxable value of a decedent’s estate (a) prop- 
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erty held by the decedent at the time of his death and subject thereafter 
to the payment of debts and expenses of administration, and to distribu- 
tion as part of his estate; (b) property “of which decedent has at any time 
made a transfer or with respect to which he has created a trust, in con- 
templation of or intended to take effect in possession or enjoyment at or 
after his death, except in case of a bona fide sale for a fair consideration 
in money or money’s worth ;” (c) property held jointly or as tenants in the 
entirety by decedent and any other person. 

It will be observed that the transfers mentioned in subdivision (b) are 
of two classes—those made “in contemplation of death” and those “intended 
to take effect in possession or enjoyment at or after” death. We are con- 
cerned with the first only of these classifications. 

In our opinion the statute evidences an intent on the part of congress 
that the tax should apply to all transfers in contemplation of death, whether 
made before or after the passage of the act, provided the transferrer’s death 
occur after the act took effect. This intent is, we think, evidenced by a 
variety of considerations. 

(a) Section 201 imposes a tax upon the transfer of the net estate of 
“every person dying after the passage of this act.” In section 202 the tax- 
able estate of the decedent embraces all transfers of the two classes already 
mentioned which the decedent has “at any time made.” The remaining 
paragraph of section 202 (b) not already set out declares that “any transfer 
of a material part of his property in the nature of a final disposition or dis- 
tribution thereof made by the decedent within two years prior to his death 
without such a consideration (a fair consideration in money or money’s 
worth) shall, unless shown to the contrary, be deemed to have been made 
in contemplation of death within the meaning of this title.” The italicized 
words in each of the foregoing quotations indicate, on their face, an all- 
embracing intent, and are thus prima facie opposed to a limitation to trans- 
fers made after the passage of the act. 

(b) The evident theory of the statute is that transfers intended to take 
effect after the death of the grantor, as well as those made in contemplation 
of death, are equally testamentary in character—Rosenthal v. People _ 
Ill., 306, 309) ; Keeney v. New York (222 U. S., 525, 536). Such classifica- 
tion is within the power of congress. The theory of taxation on account of 
transfers testamentary in character is that death is the generating source 
of the tax.—Knowlton v. Moore (178 U. S., 41, 56); Cahen v. Brewster 
(203 U. S., 543, 550). A transfer is accordingly taxed only at the death 
of the transferrer, no matter how long the transfer may precede death. 
Congress has accordingly included the two classes of transfers in one and 
the same section and subjected them, so far as terms go, to' precisely the 
same treatment. In our opinion a transfer intended to take effect in posses- 
sion or enjoyment after the grantor’s death would under this statute be 
taxable, although made before the passage of the act—Wright v. Blakeslee 
(101 U. S., 174, 176). The natural inference would be, in the absence of 
substantial evidence to the country, that the same result was intended as 
to transfers made in contemplation of death, 


(c) While the interests derived by a grantee under an absolute and im- 
mediately effective conveyance in contemplation of death are vested, the 
same is true of any irrevocable conveyance which takes effect in possession 
or enjoyment only upon the death of the grantor, although in the latter 
case euch vesting is merely in expectancy. If congress had power, as we 
think it had, to tax both classes of conveyances, even if made before the 
passage of the act, no good reason suggests itself why it should desire ‘to 
discriminate between the two classes of transfers. 

It is not to our minds unnatural, nor is it necessarily unjust, that con- 
gress should intend that one taking a conveyance of a testamentary char- 
acter, entirely without consideration, should do so at the risk of having the 
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transfer taxed, directly or indirectly, as would be the case were the trans- 
fer by will or by conveyance taking effect at or after the grantor’s death. 
Under this statute, however, the remaining estate of the decedent, both in 
case of a transfer intended to take effect at the grantor’s death and in the 
case of a transfer made in contemplation of death (as well as in the case of 
transfers by will) is made primarily liable for the tax, and it is only when 
the estate proves insufficient for the purpose that resort may be had, under 
section 209, to the personal responsibility of the transferee or to the property 
transferred, and even then a right of action over is given to the transferee. 
We find in the language of section 209—“If a decedent makes a transfer of 
or creates a trust with respect to, etc.”—nothing which we think inconsistent 
with the construction of the act which we find disclosed by section 202 and 
by the other considerations to which we have called attention. Section 209 
pertains merely to the remedy for the collection of the tax. 


(d) Congress has not been averse to imposing taxation for a period 
preceding the passage of the taxing act. This has been ordinary practice 
with respect to income taxes. Indeed, the revenue act of September 8, 
1916, here in question, provided for taxation of income accruing during the 
entire year beginning January 1, 1916. While in that case less than a year 
had elapsed, the distinction trom the case presented here is one of degree 
and not of principle. The present income tax act, however, passed February 
24, 1919 (40 Stat., ch. 18), imposed taxation for the year 1918, then wholly 
passed, 

It is true that if the tax before us is retroactive it might, at least theo- 
retically, affect conveyance made many years before a grantor’s death, but 
this consideration is hardly practical. Congress would, we think, scarcely 
be impressed with a practical likelihood that a transfer made many years be- 
fore a grantor’s death (say 25 years, to use plaintiff's suggestion) would be 
judicially found to be made in contemplation of death under the legal defini- 
tion applicable thereto, and without the aid of the two years’ prima facie 
provision. The considerations which we have enumerated not only out- 
weigh in our opinion those opposed thereto, but we think clearly, positively, 
and imperatively demand that the act be construed as intended to apply to 
transfers of the class here in question, although made before the act was 
passed, provided the death of the transferrer occurs thereafter. 


2. Is the statute unconstitutional as applied to the trust deed? In our 
opinion the act, if so construed, is not void as denying due process of law 
or as violating the fifth amendment to the constitution —Billings v. United 
States (232 U. S., 261, 282-3) ; Brushaber v. Union Pacific R. R. Co. (240 
U. S., 1, 23, 24). Nor do we think the tax is to be classified as a direct tax, 
and thus void as within the constitutional requirement of apportionment. 
It is clearly an excise or duty tax.—Scholey v. Rew. (23 Wall., 331); 
Knowlton v. Moore, supra (at p. 78) ; Flint v. Stone-Tracy Co. (220 U. S., 
107, 159) ; Keeney v. New York, supra (at p. 537). Without enumerating 
every objection suggested against the validity of the tax, we think it enough 
to say that in our opinion its validity must depend upon whether or not it 
can be said to interfere with vested rights. As regards this consideration, 
we may set to one side the interests of the beneficiaries under the trust deed. 
Not only are they not complaining, but no tax has been assessed against 
their interests. No interest, invested or uninvested, on their part is proposed 
to be or can be taken under the statute and the existing facts, for not only 
is decedent’s remaining estate able to pay the tax, but it has already paid it. 
Decedent’s estate alone, and those interested therein under her will, must 
bear the burden. It is settled law that one attacking a statute as unconstitu- 
tional must show that the alleged unconstitutional feature injures him.— 
Southern Ry. v. King (217 U. S., 524, 534) ; Plymouth Coal Co. v. Pennsyl- 
vania (232 VU, S., 531, 544-5). 

As to plaintiff's interest: assuming that he is entitled to raise the ques- 
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tion, we think the statute not invalid because applying to transfers made be- 
fore its passage. It does not affect transfers made after the transferrer’s 
death. Being within the all-embracing power of Congress over the subject 
of excise and transfer taxation, it is not necessarily unconstitutional merely 
because retroactive—Cooley on Taxation (3d ed., pp. 492-494) ; Billings v. 
United States (232 U. S., 261, 282), where the validity of the 1909 tonnage 
act on the use of foreign-built yachts was assailed as retroactive; Brushaber 
v. Union Pacific R. R. Co. (240 U. S., 1, 20), which involved the validity of 
the income tax of 1913 as against a similar objection; Stockdale v. Insur- 
ance Co. (20 Wall., 323, 331, et seq.), which involved the income tax law 
of 1867. True, none of the cases referred to is on all fours with the instant 
case, but we think the principles they announce are decisive. Decedent’s 
death being the generating source of the taxation and the statute validly 
classifying it as of testamentary character, it logically follows, in our 
opinion, that it is valid to impose at decedent’s death a tax on the testa- 
mentary transfer occurring before the passage of the act, regardless of the 
fact that title had already passed to the transferees. In Cahen v. Brewster, 
supra (pp. 549 et seq.), a statute imposing an inheritance tax was sustained 
as to legatees of decedent dying prior to its enactment, but whose estates 
were still undistributed. This case is not without a certain amount of 
analogy ; nor is there any controlling difference in principle between the as- 
sessment of a tax upon a previous testamentary transfer and the imposition 
of an income tax after the period covered thereby has wholly or in large 
part passed ; nor—considering that death is the generating source of estate 
taxation—between an estate tax upon a transfer created by will and one 
upon a transfer created by testamentary deed, merely because in the one case 
a right of revocation existed while in the other it is absent, or because one 
took effect before and the other after the death of the transferrer. 

This conclusion makes it unnecessary to consider the correctness of the 
construction put upon the act by the trial judge, which distinguished be- 
tween the “net estate” burdened by the tax, viz., that which remained at de- 
cedent’s death, and the net estate resulting from a gross estate which in- 
cludes, for purposes of measurement, property previously transferred. 

Plaintiff urges that in including in the revenue act of 1918 (40 Stat., 
1057, 1097), the words “whether such transfer is made or occurred before 
or after the passage of this act,” congress indicated an understanding that 
the act here in question was not intended to so provide. We think it, how- 
ever, the more reasonable inference that the amendment of 1918 was made 
to elucidate without changing of the law, and put at rest any controversy on 
the subject—Johnson v. So. Pacific R. R.Co. 106 U. S., 1, 20, 21) ; United 
States v. Coulby [D. C.] (251 Fed., 982, 985-6; affirmed, C. C. A., 6 (258 
Fed., 27). 

3. Meaning of the phrase “in contemplation of death.’—Pilaintiff asked 
an instruction that “the words ‘in contemplation of death’ do not refer to 
that general expectation of death which every mortal entertains, but rather 
the apprehension which arises from some existing condition of body or 
some impending peril.” This request was refused, and the jury instructed 
that “by the term ‘in contemplation of death’ is not meant on the one hand 
the general expectancy of death which is entertained by all persons, for 
every person knows that he must die * * *. On the other hand, the mean- 
ing of the term is not necessarily limited to an expectancy of immediate 
death or a dying condition * * *. The term ‘in contemplation of death’ 
involves something between these two extremes. Nor is it necessary, in 
order to constitute a transfer in contemplation of death, that the conveyance 
or transfer be made while death is imminent, while it is immediately im- 
pending by reason of bodily conditions—ill-health, disease, or injury, or 
something of that kind. But a transfer may be said te be made in con- 
templation of death if the expectation or anticipation of death in either the 
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immediate or reasonably distant future is the moving cause of the transfer.” 

It may be conceded that plaintiff’s requested instruction would have been 
proper as applied to a gift claimed to have been made causa mortis—when 
the grantor was in a dying condition. But the instant case presented no 
such issue or claim. The transfer in question was an absolute gift inter 
vivos, claimed by the government to have been testamentary in character. 
On principle, and without present reference to authority, the ultimate 
question concerns the motive which actuated the grantor; that is to say, 
whether or not a specific anticipation or expectation of her own health, im- 
mediate or near at hand (as distinguished from the general and universal 
expectation of death some time), was the immediately moving cause of the 
transfer. Both the element of “existing condition of body,” as dis- 
tinguished from the grantor’s mental state on that subject, and the term 
“impending,” are inconsistent with the prima facie provision of section 202 
(b), which we have set out in paragraph (a) of the first division of this 
opinion. 

Plaintiff's contention also overlooks the contribution which may be 
made to the grantor’s state of mind and motive by a realization of the 
fact that she had already lived many years beyond the scriptural limit. 
Of course, the grantor’s bodily health especially as known to her, was an 
important factor in ascertaining her state of mind and determining the 
ultimate question whether she was directly actuated by a “contemplation 
of death.” Upon principle we think the court’s instruction correct. 

Nor do we think the trial court’s definition in conflict with any settled 
and controlling rule of construction. No federal decision directly in point 
is cited. Plaintiff relies on the decisions of the courts of New York, 
Illinois, Wisconsin, and California, construing similar statutes antedating 
the federal act (that of New York—1892—being the first in point of time), 
not only as authority for the construction for which he contends, but as 
raising a presumption that congress adopted the construction put by the 
highest courts of those States upon their statutes. 

In our opinion, the decisions relied on by plaintiff do not completely 
or uniformly support his definition. The New York decisions are not con- 
vincing. In the matter of Seaman (147 N. Y., 69) [1805], the expression 
“in contemplation of death” was said in effect to be confined to conveyances 
causa mortis. While this statement was obiter, it seems to have been re- 
flected in some at least of the subsequent decisions of the New York 
courts; and while the proposition above cited was definitely rejected in 
In re Dee's estate (148 N. Y. Supp., 423), affirmed 1914 (210 N. Y., 625), 
and conveyances inter vivos held to be embraced within the phrase “in con- 
templation of death,” it would not be natural that the decisions meanwhile 
construing that phrase should be more or less influenced by such earlier 
classifications. For instance, in the matter of Spaulding’s estate (63 N. Y. 
Supp., 604), affirmed (163 N. Y., 607), the decision was substantially rested 
on the ground of lack of evidence that the conveyance was made when the 
grantor was in extremis or that it was made to avoid the estate tax. In 
the matter of Mahlstedt’s estate (73 N. Y. Supp., 818, 820)—decided before 
the statute had been definitely held to apply to gifts inter vivos—the essen- 
tial question was said to be whether the transfer “was made in the then be- 
lief that he was not going to get well; that it was made in contemplation of 
his impending death and for the purpose of defrauding the State of the 
transfer tax.” Manifestly, the question of intent to evade has no pertinency 
to the case of a purely testamentary conveyance into vivos.—Rosenthal v. 
People (att Ill, App. 308, 309). As showing the lack of the settled con- 
struction in New York contended for by plaintiffs, it is significant that in 
the Crary case (64 N. Y. Supp., 566, 568) the statute was defined as said 
to be “intended to reach absolute transfer of property when made under 
a certain condition, viz, when the transferrer was contemplating death ; that 
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is, the thought of death has taken so firm a hold on his mind as to control 
and dictate his actions regarding his property, and the business is transacted 
while contemplating death, and considering what conditions would arise or 
exist in the event of death without making the transfer or, to be more 
specific, the contemplation of death is the sole motive and cause of the 
transfer.” The state of mind of the grantor was, at least impliedly, recog- 
nized as the ultimate test (p. 560). : 

The Illinois decisions fall short of supporting plaintiff's definition. In 
Rosenthal v. People (211 Ill., 306, 309) the only definition of “in contem- 
plation of death” is this: “A gift is made in contemplation of an event 
when it is made in expectation of that event and having it in view, and 
a gift made when the donor is looking forward to his death as impending, 
and in view of that event, is within the language of the statute.” The 
second half of the quotation presumably relates to the application to the 
statute of the facts of the case—Merrifield v. People 212 Ill, 400) con- 
tains no definition of the term we are considering. The same is true of 
People v. Kelly (218 Ill, 509, 515). There a question of fact was alone 
involved, the court finding no evidence tending to show that the transferrer 
“thought he was about to die at the time he executed said trust deed, or that 
he made said trust deed in contemplation of his death.” In in re estate of 
Benton (234 IIL, 366, 370), the definition given in Rosenthal v. People was 
cited with approval. The court, after citing both the Rosenthal and Kelly 
cases, said: ‘Under the law as established by the foregoing decisions the 
question at issue is whether the gift was made in expectation of death, and 
a purpose on the part of the donor to place his estate, or some part 
thereof, in the hands of those whom he desired to enjoy it after his death.” 
It is true that in People v. Carpenter (264 Ill, 400, 408), the court, citing 
the Rosenthal and Benton cases, remarked: “Of course, the words ‘in 
contemplation of death’ as used in these statutes do not mean that general 
expectation of all rational mortals that they will die some time, but it means 
an apprehension of death which arises from some existing infirmity or 
impending peril.” But not only do the Rosenthal and Benton cases fall 
short of fully sustaining that definition as an exclusive one, but the language 
we have quoted was purely obiter, as no claim was made that the trust 
agreements were executed “in view of death,” and the decision in the trial 
court, as expressly stated in the opinion of the supreme court, did not 
rest on that ground (p. 408). 

Nor do the Wisconsin cases support plaintiff's contention. In State v. 
Pabst (139 Wis., 561, 590), it is said that the words “in contemplation of 
death” are “evidently intended to refer to an expectation of death which 
arises from such a bodily or mental condition as prompts persons to dispose 
of their property and bestow it upon those whom they regard as entitled 
to their bounty ;” and again, “A transfer valid as a gift inter vivos, if made 
under circumstances which impress it with the distinguishing characteristics 
of being prompted by an apprehension of impending death, occasioned by 
a bodily or mental state which has a basis for the apprehension that death 
is imminent, would be a transfer made in contemplation of death within 
the meaning of the law.” True, in State v. Thompson (154 Wis., 320, 
328-9), the court cited with approval the holding in the Pabst case, which 
we have already quoted; the quotation which we give in the margin from 
In re Baker's estate (82 N. Y. Supp., 390-2 (affirmed 178 N. Y., 575), 
also decided before the New York statute had been authoritatively held to 
include gifts inter vivos), and the holding in People v. Burkhalter (247 
Ill, 600, 604), that “contemplation of death must be the impelling motive 
for making the gift in order that it be subject to an inheritance tax.” The 





1This court has held that the words “in contemplation of death” do not refer to 
that general expectation which every mortal entertains, but rather the apprehension 
which arises from some existing condition of body or some impending peril. 
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definitions given in these various citations are not uniform or entirely con- 
sistent. Moreover, the decision of the Thompson case seems to have 
turned at the last on the question whether the grantor’s age “was so great 
when the gifts in question were made as to establish the fact that they 
were made in contemplation of death.” 

The California decisions are not especially pertinent, for the reason 
that the California statute contains a definition of the term “in contempla- 
tion of death.”—Estate of Reynolds (169 Calif., 600); Kelly v. Woolsey 
(177 Calif., 325) ; Abstract Co. v. State (178 Calif., 691, 694) ; Spreckles v. 
California (30 Calif. App., 363, 360); McDougale v. Wulzen (34 Calif. 
App., 21); In re Minor’s estate (180 Pac., 813). It is enough to say of 
these decisions (a) that they are not authority for the definition contended 
for by plaintiff; (b) that they specifically reject the New York definition, 
based upon the confusion between gifts causa mortis and conveyances inter 
vivos.—Estate of Reynolds supra i 603). 

Criticism is made upon the expression “reasonably distant future,” con- 
tained in the extract from the charge which we print in the margin.’ It is, 
we think, not open to question that had the word “close” instead of 
“distant” been used the instruction would have been proper, so far as 
concerns imminency. That the trial court regarded the words as 
equivalent, or intended to use the words “reasonably close,” appears from 
his opinion announced immediately before instructing the jury, in which 
the words “reasonably close” were used. While “close” and “distant” are 
frequently directly opposed to each other, yet when used as here they are 
not necessarily opposed. A time which is only reasonably distant is 
reasonably close. There was nothing in the exception to the definition 
as made which would call the trial court’s attention to a proposition that 
the word “close” should have been used instead of “distant,” especially 
since there had been also an exception given to the court’s announced 
intention to charge a “reasonably close” future—Norfolk & Western Ry. 
Co. v. Earnest (229 U. S., 114, 119-20). Had the court’s attention been 
called to the use of the word “distant,” instead of “close” doubtless any 
question of difference between the two would readily have been obviated. 


4. The sufficiency of the evidence—The motion to direct verdict was 
properly overruled if there was substantial testimony tending to support 
a conclusion that the conveyence was made in contemplation of death, 
even though the testimony would have supported a contrary conclusion, 
as it doubtless would. We can not weigh the testimony. In our 
opinion there was substantial testimony, and as it must be considered in 
its aspect most favorable to defendant, we so state it, omitting for the 
most part specific mention of the considerations relied on by plaintiff where 
not as matter of law decisive. 

Decedent was about 77 years of age when the trust deed was made. 
She had rheumatism of the knee and was subject to frequent attacks of 
constipation, a condition said to have a tendency in elderly people to 
autointoxication. She had arteriosclerosis, which according to the medical 
testimony is usually fatal, and she died of apoplexy, a medical attendant 
testifying that in his judgment the apoplexy and death primarily resulted 
from hardening of the arteries, secondarily from age. She was a child- 
less widow and had lived most of the time for many years in the family 
of a sister who was a paralytic and who was the wife of Mr. Shwab, 
who was one of the beneficiaries in the deed of trust, the executor of 
decedent’s will and her business partner. Mr. Shwab had sole charge and 
management of the business, which was carried on at Nashville, Tenn., 
where Mr. Shwab and his family resided. During his life he was -4 





2 “But a transfer may be said to be made in contemplation of death if the ex - 
tion or anticipation of death in either the immediate or reasonably distant future is the 
moving cause of the transfer.” 
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receiye the entire income from the trust estate. He was given the right 
to require sale of the trust securities to be made from time to time and 
select substitutes therefor, and to have accountings made to him by the 
trustees. After his death the income was to be divided among six of the 
children of Mr. and Mrs. Shwab, subject to letting in a seventh child on 
the failure of issue of any of the other six. There were other provisions 
not important here. 

The trust deed contains an express recital of decedent’s desire “to make 
a division of the part of her estate particularly described herein”—words 
naturally importing a testamentary conveyance. On May 26, 10915, slightly 
more than a month after the trust deed was executed, decedent, her sister 
and Mr. Shwab made their respective wills. Decedent’s will, after making 
comparatively small bequests to the sister and her children, and providing 
for a continuance of the business after her death, at the option of Mr. 
Shwab, gives the latter absolutely the bulk of her estate, the will stating 
that “he and his wife, my sister Emma, and I have considered the dis- 
position of our estates and agreed as to what under all the circumstances 
will be best for those for whom it is our desire to provide. * * * My 
sister will understand why I have bequeathed nothing to her. She has an 
abundance and well knows my affection for her, and that I have in con- 
templation that form of disposition of my estate which eventually will 
benefit those she loves so dearly”—referring to her sister’s children. Con- 
sidering the recitals we have quoted from the trust deed and decedent’s 
will, and taking into account all the attendant circumstances, it was open 
to inference by the jury that the deed was intended by decedent as part and 
parcel of one and the same general testamentary disposition. In 1914 
decedent purchased a summer home in Michigan and became at that time 
a resident of that state. She continued to live in her sister’s family except 
during the summer. While there was testimony tending to show that 
decedent’s motive in making the trust deed was merely to avoid Tennessee 
taxation, the jury was not bound under the evidence to so conclude, 
especially in view of the fact that she had never been called upon to pay 
taxes upon her securities in Tennessee, and that she was in fact a resident 
of Michigan when the trust deed was made. The record contains, and 
counsel have discussed, a variety of considerations affecting the question 
of motive and the broader question whether the trust deed was made in 
contemplation of death. We think it clear that the evidence presented a 
question of fact for the jury’s determination. 

5. The instruction that the “presumption” afforded by the prima facie 
clause of section 202 (b), which is referred to in subdivision (a) of the 
first division of this opinion, could be taken into account in determining 


the fact of “contemplation of death” was not erroneous.—R. R. Co. v. 
Landrigan (191 U. S., 461, 473-4). The provision in question raises a 
presumption of fact, not a presumption of law and under well-settled 


rules a presumption of fact may be taken into account determining the 
ultimate fact. The presumption is merely a rule of evidence whose enact- 
ment is within the legislative competency.—Mobile, etc., R. R. Co. v. 
Turnipseed (219 U. S., 35, 42). The very object of a presumption of fact 
is to supply the place of facts——Lincoln v. French (105 U. S., 614, 617). 
Of course, a presumption can never be allowed against ascertained and 
established facts. But unless the statutory presumption may properly be 
taken into account in determining the ultimate fact, it has no office. 
Elements which, in the absence of evidence to the contrary, are made 
sufficient to conclusively establish the ultimate fact, can not be said to 
have no evidentiary influence in reaching that conclusion. 

6. Admission and exclusion of evidence—We find no reversible error 
in either of the respects complained of. The witness Spicer was not 
shown competent to answer the question put to him. It was plainly in- 
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competent for Mr. Shwab to state a fact which was for the ultimate con- 
clusion of the jury, viz: whether Mrs. Dickel had any expectation that she 
was in danger of passing away in the near future. It was also plainly 
incompetent for the witness Hager to testify that he understood that 
Mrs. Shwab, Mr. Shwab, and Mrs. Dickel made their wills together “so 
that they would not excite Mrs. Shwab.” He apparently had no first- 
hand knowledge of the matter. As to the inquiry of Mr. Shwab, on cross- 
examination, respecting the inclusion in Mrs. Dickel’s income-tax return 
of the first year’s income under the trust deed, the court had already held 
that the income tax returns were not admissible. The question asked Mr. 
Shwab regarding the making of such return was objected to only as 
“immaterial.” No éxception was taken to the overruling of the objection. 
The subject was, in our opinion, material. He then testified, without 
objection, that the first year’s income from the trust estate was included 
in that income tax return as part of Mrs. Dickel’s income. It was only 
after the question had been substantially repeated that it was objected to 
as “incompetent, immaterial, and irrelevant,” but without statement of the 
ground of the asserted incompetency, and without motion to strike out the 
testimony already given. The objection was overruled, and the answer 
was substantially the same as before. The witness then testified at some 
length in explanation of an asserted mistake in making such inclusion. It 
is unnecessary, in our opinion, to determine whether the testimony in 
question was, for any reason, incompetent, for we think the objection on 
that score came too late. We do not intimate an opinion that it was 
incompetent. It was material to show that neither Mr, Shwab nor Mrs. 
Dickel had paid any taxes in Tennessee, or were liable to be required to 
so pay, in view of the fact that such liability had been put forward by 
plaintiff's counsel as the reason for making the trust deed in question. 

Finding no error in the record, the judgment of the district court must 
be affirmed. 


(T. D. 3123, January 28, 1921) 
Income tax—Amortization allowance. 


Revenue act of 1918—Amendment of articles 181, 182, 183, 184, 185 and 188 
of Regulations No. 45, articles 186 and 187 remaining unchanged 
and a new article numbered 189 inserted. 


Articles 181, 182, 183, 184, 185 and 188 of regulations No. 45 are hereby 
amended to read as follows, articles 186 and 187 remaining unchanged and 
a new article 189 being inserted: 


Art. 181. Scope of provisions for amortization.—All allowances made 
to a taxpayer by a contracting department of the government, or by any 
other contractor, for amortization or fall in the value of property, whether 
such allowances were made as a part of the price of the product or in 
settlement of claims arising out of the cancellation or termination of con- 
tracts, shall be included in gross income. All payments arising out of the 
settlement of such claims shall be included in the accrued income of the 
taxable year in which such cancellation or termination (whether formal or 
informal) occurred. The amount of amortization to be allowed as a 
deduction from gross income, for the purpose of the tax, shall be com- 
puted in accordance with the provisions of articles 181 to 189, pursuant to 
which the deduction must be made, and not upon the basis of any amounts 
contractually or otherwise determined. 

Art. 182. Depreciation of amortized property—The allowance for 
amortization shall be inclusive of all depreciation during the amortization 
period on property subject to amortization (see art. 186). Depreciation 
will be allowed, beginning at the close of the amortization period, upon 
property the cost of which has been partly amortized. Depreciation on 
partly amortized property shall be based on the value of such property 
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after the amortization allowance has been deducted. Property which has 
been amortized to its scrap value shall not further be subject to deprecia- 
tion. 

Art. 183. Property cost of which may be amortised—The taxpayer 
may deduct from gross income a reasonable allowance for amortization ; 
such deduction not to be in excess of the cost of buildings, machinery, 
equipment, or other facilities constructed, erected, installed, or acquired on 
or after April 6, 1917, for the production of articles contributing to the 
prosecution of the present war, or of vessels constructed or acquired on 
or after such date for the transportation of articles or men contributing to 
the prosecution of the present war. 

In the case of property the construction, erection, installation or ac- 
quisition of which was commenced before April 6, 1917, and completed 
subsequent to that date, amortization will be allowed with respect only to 
that part of the cost incurred on or after April 6, 1917, and which was 
properly entered on the books of the taxpayer on or after that date, 

Art. 184. Cost which may be amortized—The total amount subject to 
amortization shall be the difference between the original cost of the prop- 
erty if constructed, erected, installed, or acquired on or after April 6, 1917; 
or if acquired partly before and partly after April 6, 1917, then that part 
of the cost incurred on or after April 6, 1917, and properly entered on the 
books of the taxpayers on or after that date, less any amounts deducted 
for depreciation, losses, etc., prior to January 1, 1918, and the value of the 
property on either of the bases indicated below: 

(1) In the case of property useful to the taxpayer only during the 
period of its operation as a war facility, and which has been sold or 
permanently discarded, or which will be sold or permanently discarded 
within three years after the termination of the war; the value shall be the 
actual sale price or estimated fair market value as of date when the 
property was or will be permanently discarded, such fair market value to 
be reestablished at and as of the time of the investigation by engineers of 
the bureau of internal revenue. 

(2) In the case of property not included in (1) above, the value shall 
be the estimated value to the taxpayer in terms of its actual use or em- 
ployment in his going business; such values to be not less than the sale 
or salvage value of the property: Provided, however, That for the pur- 
poses of returns made in 1919, the preliminary estimate of the amount of 
such amortization shall not, in any case, have exceeded 25 per cent of the 
cost of the property. In the determination, by engineers of the bureau of 
internal revenue, of the proper amortization allowance, the estimated 
value to the taxpayer of the property in terms of its actual use or employ- 
ment in his going business, shall be as of the time of such determination. 
In the final determination the amount of the amortization allowance will 
be ascertained upon the basis of stable post-war conditions under regu- 
lations to be promulgated when these conditions become apparent. 

Special record of all property falling in (1) above, must be preserved 
by the taxpayer, and the commissioner must be promptly notified (a), if 
after having been in good faith permanently discarded or dismantled, 
property shall in any case be restored to use because of conditions not 
foreseen or anticipated at the time it was discarded; or (b) of the selling 
price, if sold. 

Art. 185. Amortization period—The amortization allowance shall be 
spread in proportion to the net income (computed without benefit of the 
amortization allowance) between January 1, 1918 (or if the property was 
acquired subsequent to that date, January 1 of the year in which acquired), 
and either of the following dates: 

(a) If the claim is based on (1) of article 184, the date when the 
property was or will be sold or permanently discarded as a war facility; 
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or (b) if the claim is based on (2) of article 184, the actual or estimated 
date of cessation of operation as a war facility. 

All taxpayers claiming an allowance for amortization shall compute 
(or, to the extent that accurate computations can not be made, shall 
estimate) the amount of their net income for the period between January 
I, 1918, and the dates specified above, and shall also compute (or estimate 
as above) that part thereof properly assignable to each of the calendar 
years falling within the amortization period; and the amount of income so 
computed or estimated shall be the basis for apportioning the amounts 
of amortization applicable to each of the calendar years affected. Tax- 
payers reporting on the fiscal year hasis shall (a) in all computations based 
upon 1918 rates for fiscal years ending in 1918 and 1919 use the amount 
of such allowance apportioned to the calendar year 1918; (b) in all com- 
putations based upon 1919 rates for a year beginning in 1918 and ending 
in 1919 use the amount of such allowance apportioned to the calendar year 
1919; and (c) in all computations for subsequent fiscal years use the 
number of twelfths of the allowance apportioned to each calendar year 
falling within such fiscal year that there are months of such calendar year 
falling within such fiscal year. 

Art. 186. To remain unchanged. 

Art. 187. To remain unchanged. 

Art. 188. Sale of amortized property—In the case of the bona fide 
sale of amortized property before three years from the termination of the 
war, the sale price thereof will be considered as reflecting the correctness 
or incorrectness of the amortization allowance made, due allowance being 
made for depreciation sustained since the close of the amortization period. 

Art. 189. Information to be furnished by the taxpayer—The tax- 
payer’s claim for amortization must be complete and comprehensive in all 
respects. The commissioner will not entertain claims which do not clearly 
set forth full data with respect to the property which it is desired to 
amortize. 

To assist the taxpayer in compiling this information the commissioner 
has prepared guide form 1007-M, which explains in detail the manner in 
which claims for amortization should be presented. A copy of this guide 
form will be furnished to the taxpayer upon application to the commis- 
sioner. 
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The examination questions of the American Institute of Accountants 
are now used by thirty-two state C. P. A. boards as well as by the institute. 
Readers of THe JourNAL oF AccOUNTANCY who were candidates in the 
November examinations conducted by these boards or by the institute are, 
therefore, already familiar with the problems. These solutions, it should 
be understood, merely represent the opinion of the editor of this department 
and are not official solutions by the institute. 


SOLUTIONS OF AMERICAN INSTITUTE OF ACCOUNTANTS’ 
EXAMINATIONS 


EXAMINATION IN ACCOUNTING THEORY AND PRACTICE—Part II—(Continued ) 
Question 4: 


Indicate by appropriate journal entries the various debits and credits 
you would make in setting up the following reserves for a balance-sheet, 
explaining briefly how you would determine the proper amount of each 
reserve. 


(a) Reserve for bad and doubtful debts. 

(b) Reserve for trade discounts. 

(c) Reserve for cash discounts. 

(d) Reserve for state, county and city taxes accrued. 


Answer, Question 4: 
(a) Reserve for bad and doubtful debts. 
Debit bad debts. 
Credit reserve for bad and doubtful debts. 
To set up a reserve for estimated loss on bad debts. 


Debit reserve for bad and doubtful debts. 
Credit accounts receivable. 
To charge off account ascertained to be worthless. 


The amount to set aside in the reserve would be determined from ex- 
perience as to bad debt losses in the past or by examining all the accounts 
receivable and estimating the probable loss in collecting them. The losses 
on accounts arising from sales of various years may be divided by the sales 
of the respective years to obtain a rate of loss based on sales. The sales of 
the current year would then be multiplied by this rate, modified in the light 
of any information indicating that future losses would be greater or less 
than the losses in the past. Or the annual losses may be divided by the 
accounts receivable at the beginning of the year to determine the rate of 
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loss, This rate would be applied to the accounts receivable at the date of 
the balance-sheet to determine the total desired reserve. The amount to set 
up would be the difference between the reserve already on the books and 
the desired reserve. This method has the advantage of reducing the carry- 
ing value of the accounts receivable to their estimated realizable value at the 
date of the balance-sheet, but it has the disadvantage that the reserve will 
probably be called upon to absorb losses not only on the accounts on the 
books at the date of the balance-sheet but also on accounts arising during 
the next year, and it may therefore prove to be inadequate. 


(b) Reserve for trade discounts. It is difficult to understand what 
object a company could have in setting up such a reserve. Operating re- 
serves are intended to record a decrease in an asset already taken place, 
such as the reserve for depreciation, a possible or probable loss in the 
realization of an asset, such as the reserve for bad debts, or a liability, such 
as a reserve for taxes. A reserve for trade discounts would not seem to 
be necessary unless there is some uncertainty as to whether or not customers 
will take advantage of the trade discounts offered. But there is no contin- 
gency about true trade discount. The trade discount is deducted on the 
invoice, and the customer is charged with only the net amount after de- 
ducting the discount. After the customer’s account has been charged with 
only the net amount, trade discounts cannot further decrease the amount 
collected. 


(c) Reserve for cash discount. There is a contingency in the case of 
cash discount, for the customer may pay the bill within the discount period 
or he may fail to do so and lose the discount. If it is desired to value the 
accounts receivable at the net amount less the discount, it will be necessary to 
estimate from the records what per cent of the accounts are usually paid by 
customers within the discount period. This per cent will then be applied 
to the total open accounts subject to discount and not past due, to ascertain 
the probable cash discount which will be taken by customers. 


Debit discount on sales. 
Credit reserve for cash discounts. 

To set up a reserve of the amount of the probable cash dis- 
counts to be taken by customers in settling their accounts. 


Cash. 

Reserve for cash discounts. 
Accounts receivable. 

To show settlement of an account, the discount being charged 
to the reserve, 


(d) Reserve for state, county and city taxes accrued. This reserve 
would be credited with an amount ascertained by estimating the assessed 
valuation of the taxable property, multiplying by the tax rate and multiplying 
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this product by the fraction representing the portion of the tax year which 
has expired. 


Debit taxes. 
Credit reserve for taxes. 

To set up a reserve for the estimated accrued property taxes 
at this date. 


If this reserve is accrued monthly the entire amount of the taxes paid 
will be charged against the reserve: 


Debit reserve for taxes. 
Credit cash. 
To record payment of property taxes. 


If there is a credit balance in the reserve it should be closed out, the 
credit being made to surplus and profit and loss in the proportion in which 
the over-accruals applied to the prior year and to the current year. 

If the reserve is set up merely at the end of the year, and no monthly 
accruals are made, the portion of taxes applicable to the prior year will be 
charged against the reserve and the balance will be charged to taxes as a 
current expense. The balance of the reserve, whether a debit or a credit, 
should be closed to surplus. 


Question 5: 


It is now becoming quite common practice for corporations to insure the 
lives of their principal officers, so that upon their deaths the corporations may 
be, in a measure, reimbursed for the loss to the business. You are asked 
to indicate what sort of entries would be made by a company, from time te 
time, if it paid the insurance premiums on a policy of insurance for $50,000.00 
carried on the life of its president under the four classes of insurance 
policies indicated below: 


Ten-year renewable term policy. 
Twenty-payment life policy. 
Straight life policy. 
Twenty-year endowment policy. 


Also indicate what entries should be made in the books for the receipt 


of the $50,000.00 principal of the different classes of policies, supposing the 
president of the company died during the fifth year of the insured term. 


Answer, Question 5: 


10-Year renewable term policy. Under this policy there is no cash 
surrender value, and the total annual premium should be charged as an 


expense. At the rate of $13.49 per thousand at the age of 35, the annual 
premium on $50,000.00 would be $674.50, and the annual entries would be as 


indicated in the following table. In all the illustrations in this solution the 
matter of dividends is ignored, as there is no information as to whether they 
are applied in reduction of the premiums or in additions on the policy. If 
applied against the premiums the effect would be merely a reduction of the 
amount of the entry charging premiums and crediting cash. 
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TABLE OF ENTRIES 


Beginning Debit Credit 
of year Life insurance premiums Cash 

Ritnensads ilewesshes teckel $674.50 $674.50 

Dis ess s+ uh aipeee + enon ak te 674.50 674.50 

Discs thenesnheeniceeecunseae 674.50 674.50 

Ricktcdmcceiee becdoenn aed ealena 674.50 674.50 

Dt s0sessenck obsaeehasneeenent 674.50 674.50 


Entry for collection of policy during the fifth year: 


Deh Giles. sie cckdiicicss. Berrie as $50,000.00 
Goes eink vicdss i nsdiee tind ee $50,000.00 


20-Payment life policy. This policy has a cash surrender value—in most 
companies at the end of the third year. This cash surrender value is an 
asset which continually increases with the life of the policy. At the end 
of the third year it should be put on the books, with offsetting credits to 
surplus for two-thirds of the value, or the amount applicable to the first 
two years, and to life insurance premiums for one-third, or the amount 
applicable to the current year; and this one-third represents a reduction of 
the premium expense for the year. At the beginning of each year there- 
after there should be an entry for the payment of the premium, and at the 
end of the year an entry showing the increase in the cash surrender value. 
At the rate of 33.13 per thousand at the age of 35 the entries would be as 
tabulated below: 

TABLE OF ENTRIES 
Debit 
Cash sur. val— Debit Credit 
Life ins. Life ins. Life ins. Credit Credit 


Year policy premiums premiums Cash Surplus 
1—Beginning. . $1,656.50 $1,656.50 
2—Beginning. . 1,656.50 1,656.50 
3—Beginning. . 1,656.50 1,656.50 
3—End........ $2,400.00 $800.00 $1,600.00 
4—Beginning. . 1,656.50 1,656.50 
4—End........ 1,150.00 1,150.00 
5—Beginning. . 1,656.50 1,656.50 


Entry for collection of policy during the fifth year: 


Dill ete so cao ic ba cca ees $50,000.00 
Credit cash surrender value—life insur- 
8 errr retry $ 3,550.00 
BONES. ncaoosaccgdecktesereenee 46,450.00 


Straight-life policy. The entries during the first five years would be the 
same as under a 20-payment life policy, excepting as to amount. 


217 








The Journal of Accountancy 


TABLE OF ENTRIES 


Debit 
Cash sur. val— Debit Credit 
Life ins. Life ins. Life ins. Credit Credit 

Year policy premiums premiums Cash Surplus 
1—Beginning. . $1,244.50 $1,244.50 
2—Beginning. . 1,244.50 1,244.50 
3—Beginning. . 1,244.50 1,244.50 
3—End........ $1,150.00 $ 383.00 $ 767.00 
4—Beginning. . 1,244.50 1,244.50 
4—End........ $ 700.00 700.00 
5—Beginning. . 1,244.50 1,244.50 


Entry for collection of policy during the fifth year: 


A Heo. 4 ght epee ie Sake cdi s $50,000.00 
Credit cash surrender value—life insur- 
SE MUNN da cbn dbl ctewedenens $ 1,850.00 
hs ds ocd hb wblned kein s 48,150.00 


20-Year endowment policy. As this policy has a cash surrender value, 
the entries will be of the same nature as those already described. Still using 
the age of 35, the entries at the rate of $47.12 per thousand would be: 


TABLE OF ENTRIES 


Debit 
Cash sur. val— Debit Credit 
Life ins. Life ins. Life ins. Credit Credit 
Year policy premiums premiums Cash Surplus 

1—Beginning. . $2,356.00 $2,356.00 
2—Beginning. . 2,350.00 2,356.00 
3—Beginning. . 2,356.00 2,356.00 
3—End........ $4,450.00 $1,483.00 $2,967.00 
4—Beginning. . 2,356.00 2,356.00 
4—End........ 1,950.00 1,950.00 

5—Beginning. . 2,350.00 2,356.00 


Entry for collection of the policy during the fifth year: 


EEE OCTET TEL OEE $50,000.00 
Credit cash surrender value—life insur- 
SE Ds 5 6 cnccadctvakunn¥os $ 6,400.00 
ID 6 6 ids vn's detensetaadowse 43,600.00 
Question 6: 


In examining the accounts of a corporation engaged in the manufacture 
of a variety of articles in respect of which a specification cost system is 
maintained as an integral part of the bookkeeping (which, so far as in- 
ventories and cost are concerned, forms the basis of the monthly financial 
accounts comprising balance-sheet and profit and loss account), you find a 
large discrepancy between the total value of the physical inventory of 
manufactured stock and work in progress, as priced at specification costs 
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and the corresponding general ledger account, the physical inventory value 
being substantially less than the relative book values. What investigation 
would you expect to make to ascertain the cause of the discrepancy? What 
factors would you expect to find contributing to it? And how would you 
dispose of the discrepancy? And upon what theory would you recommend 
that adjustment be made? 


Answer, Question 6: 

In a specification cost system, the manufacturing accounts are charged 
with the actual expenses and credited with finished product and work in 
process at the specification costs. The finished product account and the 
goods in process account are therefore book inventories, and any discrepancy 
between actual and estimated costs will appear as a balance in the manu- 
facturing account. If the estimates are too high the costs will be over- 
absorbed and the manufacturing account will have a credit balance. If the 
estimates are too low the costs will be under-absorbed and the manufacturing 
account will have a debit balance. 

The question states that the specification costs are the basis of the book 
inventories used in the monthly balance sheet and profit and loss statement, 
and it also states that the physical inventory is priced at specification costs. 
Therefore the two inventories should agree unless there are errors in the 
computation or differences in the count. A difference in the count might 
be caused by: 


(a) Fewer goods finished than were recorded as finished, resulting in 
an over-statement of the book inventory of finished goods. 


(b) Fewer goods put into process than were recorded as put into 
process, resulting in an over-statement of the book inventory of goods in 
process. 

(c) Goods removed from stock without recording their removal. 

(d) Articles overlooked in making the count. 

The first three of these possible causes indicate carelessness in handling 
the cost records or possible theft. Causes (a) and (b) would be adjusted 
by a recomputation of cost on the basis of the actual quantities finished and 
put into process, with an adjustment of the earnings to the extent of the 
change in cost of articles sold and an adjustmenteof the inventory to the 
extent of the change in the cost of articles unsold. In the case of (c), if 
the goods were sold without record, there would be a charge to cost or sales 
and a credit to finished goods. If the goods were stolen, the charge would 
be to surplus. Cause (d) would be ascertained by a recount, the only 
adjustment required being a change in the amount of the physical inventory. 

The statement of the question to the effect that the book inventories and 
physical inventories were both priced at specification costs limits the causes 
of the discrepancy to error in quantities or in computations. Ordinarily, 
however, the point of interest in a specification cost system is the variation 
between actual cost and specification cost, and this variation is measured 
by the under-absorption or over-absorption of cost appearing as a balance 
in the manufacturing account rather than as a discrepancy between the book 
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and physical inventories. When it becomes apparent that the costs are not 
correctly absorbed the cause should be ascertained. 

The first step would be a comparison of the actual material cost with the 
corresponding specification cost to ascertain whether there are any important 
variations or not. A similar procedure should be followed for labor; and 
of course there would be a comparison of the actual factory overhead 
expenses with the estimated amount included in the specification costs. 

In regard to the raw material, the examination will consist of a com- 
parison of actual invoice prices with the specification cost used, particular 
attention being given to whether or not freight, discount, storeroom charges 
and similar items have been handled uniformly—that is, if included in the 
specification material cost, they should be included in the material accounts 
on the books and not in the other accounts. 

As to labor, there will be two elements to consider: labor rates and the 
unit cost of production. A check will be made to ascertain if the labor 
rates actually paid are the same as the labor rates used in the specifica- 
tion costs, and if overtime paid, bonuses, etc., are handled similarly in the 
ledger accounts and in the specification costs. 

The unit cost of production is apt to disclose serious errors. For in- 
stance, it was found in one case that the employees over-reported the quantity 
of work performed, with the result that the factory showed a lower cost 
of labor per unit than the actual cost; and this lower cost was used in the 
specification costs, resulting in a very material under-absorption of labor 
costs in cost of sales as well as in work in process and finished product. 

The discrepancy in burden will undoubtedly exist, because if the volume 
of actual production is materially in excess of the estimated volume there is 
apt to be over-absorption of burden, and, on the contrary, if the volume 
of production is materially less than expected there is apt to be under- 
absorption. 

After the various factors have been analyzed, an effort should be made 
to allocate the discrepancies as between inventories of finished products and 
work in process and cost of goods sold, the purpose of the adjustment being 
to state the inventories at cost. 


Question 7 (optional) : 

What could a purchaser who wished to realize 3 per cent on his in- 
vestment give for a bond for $10,000.00 which had four years to run at 5 
per cent interest, payable yearly, and thereafter was payable with a bonus 
of 10 per cent? 

Solution, Question 7: 

I + 1.03 = .97087379 P. V. @ 3% of 1 due 1 period, hence 
97087379 — 1.03 = .942595901 P. V. @ 3% of 1 due 2 periods, hence 
04259501 -- 1.03 = .91514166 P. V. @ 3% of 1 due 3 periods, hence 
91514166 — 1.03 = .88848705 P. V. @ 3% of 1 due 4 periods, hence 


Present value of par and premium: 
I FE NS Eo oie HER etincvb era vedsceattiats $ 9,773.36 
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Present value of coupons: 


1.00 — .88848705 = .11151295 compound discount, .11151295 
+ .03 = 3.717098 P. V. of annuity of 1 $500.00 (annual 
Gompens) SK SPtRUNE am nn cccccwavnded<dencuckesnee 1,858.55 


PRIGE 6 i o06:08oniinss,ockeaaDaledas oachaeiaedan eee $11,631.91 


Proof-Table of Amortization 


End of Debit Credit Credit 
year Cash Interest Bond account Balance 
$11,631.91 
Rain wea eave $ 500.00 $ 348.96 $151.04 11,480.87 
ea eee 500.00 344.43 155.57 11,325.30 
i, sdawetae bade 500.00 339.76 160.24 11,165.06 
Si Bbtbin ciser 500.00 334.05 165.05 11,000.01 
$2,000.00 $1,368.10 $631.90 


EXAMINATION IN AUDITING 
November 16, 1920, 9 A. M. to 12:30 P. M. 


Answer all the following questions: 
Question I: 

You are called upon to audit the accounts of a large railroad system. 
State shortly what its sources of income are, what records you would expect 
to find containing the details of them, how they are generally summarized 
in order to bring them on the books of the company, and how you would 
satisfy yourself of their accuracy. 

Answer, Question I: 

If enough students of accounting were interested in the subject of rail- 
road accounts to justify the use of the necessary space, it might be desirable 
to devote a series of articles in this department to answering this question. 
The assistant comptroller of a large railroad with general offices in Chicago 
was asked to “state shortly what its sources of income are.” The following 
is condensed from his statement, which occupied three single-spaced type- 
written pages : 

This railway company derives its revenue from the following sources: 

Freight revenue. The freight earnings are derived from the handling of 
local freight, and this carrier’s proportion of freight handled on through 
way-bills on basis of tariff rates. Also the transportation of mail matter 
and empty pouches at freight tariff rates. Revenue received from re- 
consigning privileges, stop privileges and transit privileges are also credited 
to freight revenue. 

Passenger revenue, the earnings derived from the transportation of pas- 
sengers, based on regular tariff fares. The sources of these earnings are 
from the sale of local tickets, this company’s proportion of foreign tickets 
sold by our agents and foreign tickets sold by agents of other lines to 
destinations on this company’s lines. This also includes mileage scrip 
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honored and conductors’ cash fare collections, as well as the surcharge 
recently added to sleeping-car fares, 

Excess baggage, revenue derived from the transportation of baggage in 
excess of the authorized allowance, which is usually 150 pounds, and from 
the transportation of articles such as baby carriages and bicycles. 

Sleeping car revenue, derived from the sale of berth and seat accommoda- 
tions in sleeping cars. 

Parlor and chair car revenue, derived from seat accommodations in 
parlor cars. 

Mail revenue, amounts received from the United States post office de- 
partment for the transportation of mail are credited to this account, and fines 
assessed by the government for failure properly and promptly to handle 
mail are charged to this account. 

Express revenue, including amounts received from the express company 
for the transportation of express matter, and for the use of facilities on 
trains and at stations incident to such transportation. 

Other passenger train revenue, from the transportation of packages, 
newspapers, dogs, etc., as well as lump sums received for transportation of 
passengers on regular or chartered trains in excess of the regular tariff 
fares. 

Unclaimed penalty collections, the value of mileage books, coupons and 
scrip books unredeemed. 

Milk revenue, from the transportation of cream, milk, etc., on the basis 
of tariffs at so much per package. 

Switching revenue, received for switching cars loaded or emptied be- 
tween connecting lines and between local industries or at industry plants. 

Special service train revenue, earnings received for running trains either 
on the basis of a rate per mile or a lump sum rate for the train, including 
the handling of baggage cars in special trains for theatrical companies and 
the running of trains for federal and state governments for the transport 
of troops. 

Other freight train revenue. 

Dining and buffet revenue. 

Hotels and restaurants, 

Station, train and boat privileges. 

Parcel room revenue. 

Storage—freight. 

Storage—baggage. 

Demurraye. 

Telegraph and telephone. 

Stock yards, including revenue from feeding, watering and bedding live 
stock at company stock yards; also revenue from shearing and dipping 
sheep and cattle, stabling horses and inspecting live stock. 

Rents of buildings and other property. 

Miscellaneous revenue. 

Joint facilities. 
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Revenue from miscellaneous operations, such as interest on track ma- 
terial borrowed by other companies, 

Hire of freight cars. 

Rent from locomotives. 

Rent from passenger train equipment. 

Rent from work equipment. 

Income from lease of road. 

Dividend income, covering dividends received on stocks owned. 

Interest income, covering interest on bonds and other interest-bearing 
investments, 

As te “what records you would expect to find containing the details of 
them, and how they are generally summarized in order to bring them on the 
books of the company,” I am informed by a railroad accountant that “these 
records comprise something like fifty separate forms, which, of course, 
would be too lengthy to permit of their being described.” And when so 
much space has been required merely to mention the sources of income, it 
would seem that a volume would be required for an adequate description 
of the procedure by which an auditor would satisfy himself of their ac- 
curacy. Certainly a reasonable proportion of the space devoted to answering 
the ten auditing questions is wholly inadequate.* 


Question 2: 

In auditing the accounts of a large corporation you find an account with 
Liberty bonds charged with $200,000.00, representing the cost of bonds sub- 
scribed and paid for by the company. At the date of the balance-sheet to 
which you are to certify, the bonds had a market value of $187,500.00. 
What attitude would you take as to their valuation in the balance-sheet ? 


Answer, Question 2: 


There are two rules for the valuation of securities. In the case of 
dealers in securities, the rule is that the securities be valued at cost or 
market, whichever is lower, because the securities are stock in trade. When 
stocks or bonds are held as permanent investments by companies not dealing 
in them, the rule is that stocks be valued at cost, and that bonds be valued 
at cost plus the amortized discount or minus the amortized premium. Pre- 
sumably the corporation referred to in the question is not a dealer in securi- 
ties, and hence the second rule would apply. As the bonds were apparently 
purchased at par, they should be shown on the balance-sheet at their cost, 
$200,000.00, there being no discount or premium to amortize. The market 
value might be shown in parentheses, but there is no necessity for doing so, 
because every one knows that Liberty bonds are quoted below par. 


Question 3: 
What do you understand by the terms 
(a) Contingent assets? 
(b) Contingent liabilities ? 


*[The editor of the Students’ Department ovesteghg. hoy Tonge ge 4 of the question. 
The demand is that the candidate state ns pe board of examiners btless 
desired a list of the principal items which woul pall. pa = to the av ‘actising 
accountant or in fact to the ordinary man of business.—Editor THe JouRNAL OF 
AccountTANcy. ] 
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Give three illustrations of each. 

Where would you look for items? 

Should they be set up on the books of the company? 

Should they appear on a certified balance-sheet of the company? If so, 
where and how stated? 


Answer, Question 3: 

A contingent asset is property the title to which may or may not vest 
in the claimant or an unacknowledged claim which may or may not develop 
into an unconditional receivable, depending on the outcome of a dispute or 
other uncertainty. 

A contingent liability is a claim which is not at present a positive lia- 
bility but may become one through the action or default of a third party or 
through the outcome of some other uncertainty. 

When notes receivable have been discounted a contingent asset and a 
contingent liability have been created. If the debtor pays the note to the 
party to whom it has been negotiated the contingent asset does not develop 
into a real one and the contingent liability does not become real. But if the 
debtor does not pay, the endorser must. Thus the contingent liability be- 
comes positive, and since the endorser has a claim against prior endorsers 
as well as the maker of the note, his contingent asset develops into a real 
asset. If the books have been properly kept, the facts would appear in the 
accounts, the contingent asset in the notes receivable account being offset 
by the contingent liability in the notes receivable discounted account. If 
discounted notes have been credited to the notes receivable account, a state- 
ment should be obtained from the client’s bankers and note brokers as to the 
amount of unmatured discounted paper held by or disposed of through them. 
The facts would be shown on the certified balance-sheet by deducting the 
discounted notes from the total of the notes on hand and discounted. The 
contingent liability might also be shown short on the liability side. 

A contingent asset will arise when a company has paid under protest a 
larger federal tax than it considers due and has instituted or intends to in- 
stitute proceedings to recover. Such a claim would be found by examina- 
tion of the company’s tax records; or information might be received from 
the company’s officers or attorney. It would usually be omitted from the 
accounts; and if set up on the balance-sheet it should be offset by a reserve. 

There might be deposits of various sorts coming under the classification 
of contingent assets. When deposits have been made on account of court 
costs of a case not yet come to trial, the deposit would be a contingent asset 
dependent upon the outcome of the trial. It should appear in the accounts, 
separated from the cash, and in the balance-sheet under a heading clearly 
stating its nature. 

Cumulative preferred stock dividends in arrears are contingent liabilities. 
The auditor would discover them by comparing the amount of dividends 
paid on the stock with the amount which should have been paid to fulfill all 
requirements. The books would not show the amount of the dividends in 
arrears, as no entry is made for dividends until they are declared. On the 
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balance-sheet they should be shown by dividing the surplus, if it is in excess 
of the dividends in arrears, or by a footnote if the surplus is less than the 
unpaid dividends. 

Pending law suits are contingent liabilities which might be found by 
examination of the minutes or by communication with the client’s attorney. 
The liability would not appear on the books, and it is doubtful whether or 
not an auditor should insist on clearly showing it as such on the certified 
balance-sheet, as the client might object on the ground that the appearance 
of the item on the balance-sheet might be interpreted as an admission of 
liability. If the auditor believes there is a great probability of an adverse 
decision of the suit, he might insist on the creation of a reserve for con- 
tingencies which would have the effect of reducing the surplus without pub- 
lishing what could be construed into an acknowledgment of the debt. 


Question 4: 

How may the amount of a merchant’s stock on hand be estimated from 
time to time when it is not practicable to take a physical inventory more 
than once a year? 


Answer, Question 4: 

Stock on hand may be estimated at dates between the taking of physical 
inventories by applying the gross profit method. The rate of gross profit on 
sales since the last inventory may be estimated on the basis of the rate of 
gross profit earned on sales in prior periods. Any changes during the period 
in the cost or selling price of merchandise would have to be taken into con- 
sideration in estimating any probable variation between the rate earned in 
prior periods and the rate earned in the current period. The sales since the 
date of the last inventory would be multiplied by this estimated rate of gross 
profit to determine the estimated gross profit on the goods sold. Then the 
sales minus this estimated gross profit would be the estimated cost of goods 
sold since the last inventory. The opening inventory plus the purchases, 
freight and other additions to the cost of goods, minus the estimated cost of 
goods sold, would give the estimated inventory. 


Question 5: 

State concisely your understanding of the purpose of and the difference 
between the following kinds of audits, indicating briefly your conception in 
the absence of special instruction of the extent of your responsibility in 
each case, whose interests you would consider yourself obligated to protect, 
and the forms of certificates you would expect to furnish, assuming no quali- 
fications were desired. Except where stated to the contrary, you may assume 
the audits relate to a corporation. 

(a) Continuous or periodical cash audit. 

(b) Annual audit. 

«c) Financial audit or investigation. 

(d) General audit of trustees’ or executors’ accounts for probate. 

(e) Audit required under a patent infringement. 


Answer, Question 5: 
(a) A cash audit is one which has as its sole purpose the examination 
of cash records and supporting papers to determine whether there has been 
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any error or fraud in handling the cash. The auditor is expected to safe- 
guard only the interests of the corporation, and its interests only to the extent 
of the cash. The audit would be continuous if the auditor exercised super- 
vision and made examinations at frequent intervals during the period. Other- 
wise it would be periodical. 

Certificate 


“I hereby certify that I have examined the cash records of the Blank 
Company for the year ended December 31, 1919, and find no evidence of un- 
corrected errors or of fraud.” 


(b) The term “annual audit” is vague, as a cash audit, a balance-sheet 
audit or a detailed audit would be an annual audit if conducted annually. 
Probably what is meant is an annual detailed audit. A detailed audit is such 
a comprehensive examination of the books and other records as will satisfy 
the auditor that the record of income and expenses during the period and 
of the assets and liabilities at the end of the period is correct as to facts and 
accounting principles. The auditor would be responsible not only to the 
corporation itself, but to all third parties who might rely on his report for 
information. 

Certificate 

“I have audited the accounts of the Blank Company for the year ended 
December 31, 1919, and I hereby certify that in my opinion the above balance- 
sheet and profit and loss statement correctly present the financial condition 
of the company at December 31, 1919, and the operations of the company for 
the year ended on that date.” 


(c) A financial audit or investigation involves such an examination as 
will enable the auditor to report to his client upon the present financial con- 
dition of the corporation, the earnings of at least one and probably several 
periods and the prospects for the future so far as they affect the probable re- 
payment of the loan under consideration. The auditor would be responsible 
to the corporation for a true statement of its condition and to the bankers or 
other ultimate purchasers of the securities who relied on his report. 


Certificate 
“I have audited the accounts of the Blank Company for the years 
ended December 31, 1919, and I hereby certify that the.above statements in 
my opinion correctly present the operating earnings of the company for each 
of the years, the financial condition of the company at December 31, 
1919, and the condition after giving effect to the proposed re-financing.” 








(d) In an audit of executors’ accounts for probate, the auditor should 
see that all the assets in the inventory of the estate have been taken into the 
accounts and verify all the transactions of the executors affecting the prin- 
cipal and income of the estate, assuring himself that the law and the terms 
of the will have been observed. In auditing the accounts of trustees he should 
see that they have taken up the assets of the trust as turned over by the 
grantor or the executors, and that the records as to principal and income are 
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in conformity with the facts, the law and the provisions of the trust. The 
auditor should protect the interests of all beneficiaries, the trustees and ex- 
ecutors and the court. 


Certificate 
“I have audited the accounts of —-————,, executors (or trustees) of 
the estate of —-—-———, during the period from to , 





and I hereby certify that the above summary statements correctly present the 
operations of the executors both as to principal and income, and that the 
foregoing balance-sheet is a correct statement of the financial condition of 
the estate at ——_—__—..” 


(e) An audit required under a patent infringement would be devoted to 
ascertaining the estimated profit which accrued to the corporation by reason 
of the infringement. The auditor would be responsible to the persons who 
engaged him to make the audit and it would be his duty to arrive at a fair 
and unbiased estimate. 


Certificate 


“I have audited the accounts of the Blank Company from ——————— to 

, and I hereby certify that the foregoing statement in my opinion 

presents a reasonable estimate of the gross profit accruing to the Blank Com- 

pany by reason of the alleged patent infringement, together with the pro- 
portion of expenses properly deductible therefrom.” 


Question 6: 


What steps should be taken in the most complete possible verification of 
the capital stock account of a corporation in an audit for a year, if during 
that year the authorized capital was increased and new stock was issued and 
certain shares were acquired and held by the company (assuming that it is 
legal to do so), and if (a) there is a registrar of the stock and (b) there is 
not? 


Answer, Question 6: 


The capital stock account on the general ledger, minus the treasury stock 
account and the unissued stock account, would give the amount of stock 
purporting to be outstanding. This would be verified by listing the open 
stubs of the stock certificate book and the balances of the stockholders’ 
accounts in the subsidiary stock ledger. The totals of these two lists should 
agree with the outstanding stock shown by the ledger. If there is a registrar 
of the stock, a certificate would be obtained from him as to the amount 
outstanding, but in as complete a verification as possible the foregoing com- 
parisons would be made whether there is a registrar or not. As to the new 
issue, the auditor should see that it was authorized by the stockholders or 
directors, if the latter were empowered to do so, and by the proper state 
officer, and the subscription lists and cash records should be verified. The 
vouchers for the purchase of the treasury stock should be examined. If a 
transfer journal is kept the entries therein should be verified by reference 
to the cancelled certificates. 
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Question 7: 

State definitely the procedure you would follow in verifying the liability 
of a corporation on account of notes payable as shown by its books. 
Answer, Question 7: 


The audit of notes payable should involve two things: determining 
whether or not the business received value for the notes—which would be 
accomplished by examining the vouchers underlying the transactions—and 
determining whether or not there are any unrecorded notes payable. The 
search for unrecorded notes payable would involve the following: 

An analysis should be made of the interest account to find whether there 
was a recorded note corresponding to every interest payment or not. The 
client’s bank should be asked for a statement of the notes held by it. If 
there is any evidence to indicate that money is borrowed from other sources, 
statements should be requested from them as to the amount of paper held. 
If creditors are asked for statements, it might be desirable to ask for the 
liability on notes as well as on accounts. If credits appear in the partners’ 
capital accounts during the year, it is possible that these credits arose from 
investments of the proceeds of notes which are a liability of the business. 
If credits appear in officers’ accounts it is possible that the corporation is 
liable on notes for loans which have been credited to these personal accounts 
instead of to notes payable; hence such payments should be investigated. 
If purchases of fixed assets appear on the books, it is possible that the pur- 
chases have been made on an instalment basis and the fixed asset accounts 
have been charged with payments made while notes are outstanding for the 
bulk of the purchase price. Therefore the auditor should ascertain whether 
the charges represent the entire purchase price or only that portion which 
has been paid. 


Question 8: 


You ae engaged by bankers to undertake an investigation of a business 
incidental to a proposed refinancing. The instructions from the bankers are 
received subsequent to the date of the balance-sheet which you are expected 
to certify. How would you proceed to verify the asset of cash, explaining 
the necessity for each step? 


Answer, Question 8: 


I would obtain the bank’s statement in the client’s office of the date of 
the balance-sheet, count the cash on hand at the date of the audit and ask 
the bank for a statement of its account with the client at the same date. I 
would then check the cashier’s reconciliation of the bank account of the date 
of the balance-sheet and make a reconciliation of the date of the audit, thus 
determining the outstanding cheques and any other differences at the two 
dates. All entries for cash receipts and cash payments between the two dates 
should be verified by vouchers and returned cheques to see that all cash 
received has been recorded and that all cash credits represent actual dis- 
bursements. Otherwise a shortage at the balance-sheet date might be cov- 
ered by unrecorded receipts or by fictitious entries for disbursements. Then, 
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to the sum of the cash on hand at the date of the audit and the bank balance 
at the same date there should be added the disbursements made since the 
date of the balance-sheet. From this total should be deducted the receipts 
for the same fractional period as shown by the cashbook. The resulting 
figure would represent the balance on hand at the date of the balance-sheet, 
which should be compared with the balance shown in the balance-sheet. 


Question 9: 


Draft forms of certificates for inventory and outstanding liabilities of a 
manufacturing business with which you are familiar, stating nature of the 
business. 


Answer, Question 9: 


It is most unusual for an auditor to certify merely to the inventory or 
merely to the outstanding liabilities of a business, and it is consequently 
difficult to understand what is required by the question. Usually the auditor 
would certify the balance-sheet and profit and loss statement as a whole 
and not any particular elements of them. If an occasion should arise in 
which an auditor was instructed to verify only these items, his certificates 
might be somewhat as follows: “I have verified the inventory of the Blank 
Company as of —————,, and hereby certify that in my opinion the quanti- 
ties are correct, and that each item is correctly priced at cost or market 
whichever was lower at the date of the inventory.” Or, “I have examined 
the accounts and records of the Blank Company and hereby certify that in 
my opinion the balance-sheet of —-————— discloses all the liabilities of the 
company outstanding at that date.” 

It is not unlikely that the question refers to the certificates which the 
auditor might require from officers and employees of the corporation. In 
the matter of inventory, the auditor might require a certificate from each 
person engaged in the preparation thereof, as follows: 

“T hereby certify that I participated in preparing the inventories of 
December 31, 1919, by: 

“Ascertaining quantities on hand, and I know of no understatement or 
overstatement thereof. 

“Pricing; the raw material was priced at (cost), (market), (cost of 
market whichever was lower). 

the goods in process were priced at 
the finished goods were priced at 

“Extending. 

“Footing.” 





(Signed) 
As to liabilities, an officer of the corporation might be required to certify 


somewhat as follows: 
“I hereby certify that all liabilities known by me to be existing at 
December 31, 1919, appear on the books at that date.” 


(Signed) 
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Question 10: 


In auditing the books of a corporation you find that certain officers, 
apparently without any authorization, are indebted heavily to the corpora- 
tion. How would you proceed in such circumstances? 


Answer, Question 10: 

Usually such a condition is not indicative of fraud. It is merely evidence 
of an indifference to the legal requirements in regard to corporate funds. 
It may indicate a laxness so great as to induce fraud on the part of the 
officers. The auditor should call attention to the fact that the most charitable 
interpretation which can be put on such drawings is to call .them loans, 
which would be subject to recovery if required for the payment of liabilities, 
and that the least charitable interpretation is to call them misappropriations. 
If the withdrawals are legitimate they should be authorized; in any event 
the attention of the directors should be called to their irregularity. Debit 
balances of this kind are often found in close corporations, particularly if 
the business has previously been conducted as a partnership. The former 
partners, having become accustomed to taking drawings, continue to do 
so, not realizing that partners may be allowed to take drawings in any free 
and easy manner they desire, while the profits of a corporation can be legally 
divided only by the formal declaration of a dividend. If these accounts 
represent drawings against an accumulated surplus account, the auditor 
should advise the declaration of a dividend to cover, so as to legalize the 
withdrawals and relieve the stockholders of liability to creditors on account 
thereof in the event of future financial difficulties. 
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CIRCULAR OF INFORMATION--SYLLABUS—BIBLIOGRA PHY 


The board of examiners of the American Institute of Accountants has 
prepared and published a circular of information, including a syllabus and 
bibliography, which, because of its educational value and importance, is 
reproduced herewith. Everyone interested in the recent developments of 
professional accountancy and in the national organization in particular 
will welcome the publication of this comprehensive summary of in- 
formation. 

American Institute of Accountants 


The following information is intended to answer inquiries from persons 
seeking advice in regard to membership in the American Institute of 
Accountants. 

It is believed that the information is sufficiently complete to answer 
any reasonable inquiry which may be made. 


I. WHO MAY BECOME MEMBERS 
Men and women who have been five years continuously engaged in 
public practice immediately preceding date of application, or ten years in 
practice not continuously, one year of which immediately precedes date 
of application, who pass the examinations and are elected by the council. 


II. WHO MAY BECOME ASSOCIATES 
Men and women who have been four years engaged in public accounting, 
not necessarily continuously nor immediately preceding date of application, 
who pass the examinations and are elected by the council. In lieu of two 
of the four years the applicant may present a C. P. A, certificate of recog- 
nized standing or a certificate of graduation from an accounting school 
acceptable to the board of examiners. 


III. APPLICATIONS 

(a) Application for permission to take the examinations of the 
Institute must be filed sixty days prior to the date of examination on forms 
supplied by the Institute. 

(b) No departure from the constitutional requirements can be made. 
Applicants seeking special consideration will receive no more attention 
than is accorded to those applying in the proper way. 

(c) Applications must contain full details of all employment from 
time of leaving school. 

(d) If applicants are unable to appear when directed to do so, the 
board of examiners will give consideration to the cause of such failure to 
appear, and, if the excuse be considered sufficient, appearance may be post- 
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poned until a later examination. Notice of inability to attend must be sent 
to the board of examiners prior to examination. 

(e) The Institute does not supply application blanks for state boards. 
All applications to state boards must be made direct. 

(f) An applicant applying to both Institute and a state board must 
file a separate application with each body. 


IV. CANDIDATES FOR CERTIFIED PUBLIC ACCOUNTANT 
CERTIFICATES IN CERTAIN STATES 


(a) Many state boards of accountancy have entered into a plan of 
co-operation with the board of examiners of the American Institute of 
Accountants whereby the Institute supplies questions to the state boards 
and also agrees to grade the papers if the state boards so desire. The 
Institute keeps a record of all papers graded by its board of examiners. 

(b) The Institute will not consent to the examination of an applicant 
for any state certificate outside the state to which he is applying except in 
the case of a bona fide resident of such state. 

(c) Candidates for certified public accountant certificates in states 
co-operating with the Institute may simultaneously or subsequently apply 
for admission as associates of the American Institute of Accountants 
without further technical examination, provided separate applications are 
made to the state boards and to the Institute, and provided also that the 
answers submitted at examinations are forwarded to the board of ex- 
aminers of the Institute for grading. 

(d) Every application to the Institute must be accompanied by full 
fees for initiation and examination. Even if applicants have already 
passed examinations conducted by state boards co-operating with the 
Institute, both initiation and examination fees must be paid when applying 
to the Institute. 


V. PROCEDURE FOR APPLICANTS TO INSTITUTE 


(a) In presenting a syllabus and bibliography the board of examiners 
of the American Institute of Accountants desires to impress upon pros- 
pective applicants that the examinations of the Institute are intended to 
demonstrate the applicant’s ability to practise as a professional public 
accountant. The board feels that without actual accounting experience no 
one can logically be expected to have a sufficient practical knowledge of 
accounting to justify him in holding himself out to the public as a pro- 
fessional accountant. Accordingly, examinations are designed to demon- 
strate the applicant’s knowledge founded not only upon text-books and 
instruction but also upon years of experience. 

(b) The bibliography attached hereto is solely for the convenience of 
prospective applicants. The board of examiners does not recommend any 
ene book especially, but those given in the list are regarded as repre- 
sentative of the authoritative literature on each subject. 

(c) The prospective applicant is warned against the error of assum- 
ing that any one text-book is in the mind of the examiners in the prepara- 
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tion of questions. The board presents questions which are founded upon 
experience as well as upon pure theory. The syllabus is prepared in the 


hope of indicating broadly the general scope of examinations in each of 
the three subjects. 


(d) The constitutional provisions concerning qualifications of ap- 
plicants are as follows: 


CoNSTITUTION 
Article II. 


Sec. 2. Members shall consist of the following: 


(b) Associates who shall have been in practice on their own 
account or in the employ of a practising public accountant for 
five years next preceding the date of their application and shall 
be recommended by the board of examiners after examination 
and elected by the council. The determination of who shall be 
considered as practising public accountants shall be made in all 
cases by the board of examiners. 

(c) Accountants who shall present evidence of preliminary 
education satisfactory to the board of examiners, who shall have 
been in practice on their own account or in the employ of a 
practising public accountant for not less than five years imme- 
diately preceding the date of their application, who shall be 
recommended by the board of examiners after examination and 
elected by the council, 

(d) Accountants in practice who shall present evidence of 
preliminary education satisfactory to the board of examiners, 
who shall have been in practice on their own account or in the 
employ of a practising accountant for not less than ten years, one 
year of which shall have immediately preceded date of applica- 
tion, who shall be recommended by the board of examiners after 
examination and elected by the council. 

Sec, 3. Associates shall consist of the following: 

(b) Persons who shall be not less than twenty-one (21) 
years of age and present evidence of preliminary education satis- 
factory to the board of examiners; and 

(c) Shall have satisfactory training and experience in public 
accounting. The last-named qualification may consist of: 

(1) Possession of a certificate of graduation from an ac- 
counting school recognized by the examining board and a certified 
public accountant certificate of a standard recognized by the 
examining board or instead of a certified public accountant cer- 
tificate employment for not less than two years upon the account- 
ing staff of a public accountant (students not completing the full 
course at an accounting school shall be given credit by computing 
the number of years of study satisfactorily completed as bei 
equal to one-half the same number of years employed in the office 
of a public accountant) ; or 

(2) Employment for not less than two years upon the ac- 
counting staff of a public accountant and possession of a certified 
public accountant certificate of a standard recognized by the ex- 
amining board; or 

(3) Not less than four years’ experience in public accounting 
work either upon his own account or in the office of a public 
accountant by a person not holding a certified public accountant 
certificate of a standard recognized by the examining board; or 

(4) Possession of an accountant’s certificate issued under the 
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law of a foreign government of a grade accepted by unanimous 
action of the board of examiners and one year’s satisfactory 
experience in practice in the United States of America; or 

(5) In the discretion of the board of examiners exercised in 
each case, not less than three years’ experience in teaching ac- 
countancy subjects in a school of accountancy recognized by the 
board of examiners. 

(6) In addition to the foregoing qualifications, candidates 
for associate membership shall submit to examination by the board 
of examiners and, upon recommendation of that board, may be 
elected by the council. 


VI. EXAMINATIONS 


(a) Examinations are conducted about the middle of May and Novem- 
ber each year. Special sessions for the conduct of oral examination may 
be held by the board of examiners if desirable. 


ORAL 

(b) Under the provisions of the constitution the board of examiners 
is permitted to require candidates to pass written or oral or partly written 
and partly oral examinations. 

(c) The rules of the board of examiners provided that persons who 
are over 30 years of age or are certified public accountants or possessors 
of equivalent foreign degrees approved by the board of examiners may be 
subjected to oral instead of written examination, provided such applicants 
present evidence of having been in public practice for seven years or in 
practice on their own account for five years. 

(d) Oral examinations are technical in character and are designed to 
demonstrate the applicant’s practical knowledge of accounting. The ques- 
tions are based upon the questions of the written examinations, but an 
effort is made to permit practitioners who have been in practice for many 
years to explain their treatment of principles and cases involved in a 
somewhat more informal way than would be possible in a written exami- 
nation. 

(e) Each candidate is examined separately, and the transcript -f all 
questions and answers is presented to the entire board for consideration. 

(f) Oral examinations under the rules of the board of examiners 
must be conducted by members of the board of examiners. Such exami- 
nations are usually held in the principal centers of accounting activity, such 
as Boston, New York, Chicago and San Francisco, but special sessions 
may be held elsewhere in the discretion of the board of examiners, 


WriTTEN EXAMINATIONS FOR ADMISSION AS ASSOCIATE 


(g) Written examinations can usually be arranged to suit the con- 
venience of applicants without involving a long journey to the place of 
examination. 

(h) Applicants whose applications have been favorably considered by 
the board of examiners will be notified when and where to appear for ex- 
amination. They may bring fountain pens, but no further supplies are 
required. 
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(i) The following is a brief syllabus of the written examination: 

First Day—First session—Auditing, 3% hours. 

First Day—Second session—Accounting, 5 hours. 

Second Day—First session—Commercial law, 3% hours. 

Second Day—Second session—Accounting, 5 hours. 

Auditing 

(j) Scope: Practice and procedure in the audit of books and accounts 

of industrial, commercial and financial concerns, municipalities, estates, etc. 


Commercial law 

(k) Examination covers only fundamental principles of common and 
statute law applicable throughout the United States. 

Subjects : 

(a) Negotiable instruments. 

(b) Contracts. 

(c) Corporations. 

(d) Bankruptcy. 

(e) Partnership, 

(f) Federal income tax. 
Accounting 

(1) Examination in accounting is not divided into theory and practice. 
The entire subject is considered as one, and problems in practical account- 
ing and questions in theoretical accounting are contained in the papers of 
both sessions. 

Scope: Preparation of trial balance, balance-sheet, profit and loss ac- 
count; cost, manufacturing, trading, consolidated, executorship, estate, 
railroad, public utility, shipping and municipal accounts; foreign exchange, 
investigations prior to public issuance of securities, stock-exchange practice 
and banking, interstate commerce commission returns, federal tax returns, 
preparation of statements for credit purposes, systematizing. 

(Optional) Actuarial science, including annuities certain, present 
worth of future interest payments, sinking funds, etc. 

(Questions in actuarial science do not extend to life contingencies. A 
knowledge of algebra up to and including the binomial theorem and the use 
of logarithms is essential). 


WrittEN EXAMINATION FOR ADMISSION AS MEMBER 

(m) In addition to the written examination set for those seeking 
admission as associates, applicants for admission as members must present 
theses at the time of their written examinations. 

(n) Each thesis must consist of from 2,000 to 4,000 words upon one of 
a group of subjects to be proposed by the board of examiners and must be 
accompanied by an affidavit that it is the unaided work of the applicant. 

(o) Associates seeking advancement to membership are required to 
present theses as above described. 

VII. RESULTS OF EXAMINATIONS 

(a) The board does not make known its solutions and answers, and 

does not divulge the actual marks given in any subject. 
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(b) Applicants who pass the examinations with peculiar distinction 
are generally mentioned by name in order of merit. 

(c) Because of the great number of states using the Institute’s questions 
and submitting the answers for grading by the Institute’s examiners, re- 
sults of examination cannot be made known, as a rule, within less than 
two months from date of examination. 

(d) Failure in two subjects is regarded as failure in all subjects. Ac- 
counting theory and practice are regarded as one subject. 


VIII. RE-EXAMINATION 
(a) Applicants who fail in one subject are conditioned in that sub- 
ject, and may be re-examined therein at a subsequent examination upon 


payment of a fee of $10. 
(b) All re-examinations must be written. 


IX. ELECTION 
Passing the examination does not necessarily imply election to the 
Institute. The board of examiners recommends successful examinees to 
the council, which may elect or reject. As a rule, recommendation by the 
board is favorably considered by the council. 


X. FEES AND DUES 


(a) Initiation fees of members are $50; on advancement from asso- 
ciate to membership, $25; associates, $25. 

(b) In addition, an examination fee of $25 is required of every ap- 
plicant for admission as member, for advancement to membership or for 
admission as associate. 

(c) Annual dues of the Institute are: by a member, $25; by an 
associate, $10. 

(d) Copies of past examination questions are obtainable from the 
offices of the American Institute of Accountants at 10 cents each. 


XI. BIBLIOGRAPHY 


Suggested texts for reading in preparation for examination 
(See Section V., Paragraphs (b) and (c), Page 5) 


AUDITING 
Title Author Publisher 
Auditing Theory and Practice, R. H. Montgomery Ronald Press. 
Students’ edition (1916-542p.) 


Duties of the Junior Accountant W. B. Reynolds & American 
(1918-102p. ) F, W. Thornton. Institute of 
Accountants 
Approved Methods for the Prepa- Federal Reserve Government 
ration of Balance-Sheet State Board Printing 
ments, April, 1917. Office. 
COMMERCIAL LAW 
Title Author Publisher 
Elements of Business Law (1917). E. W. Huffcut. Ginn & Co. 
Business Law (1918). Thomas Conyngton. Ronald Press. 
aa oo of Commercial Law E. W. Spencer. Bobbs-Merrill Co. 
1808). 
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THEORY OF ACCOUNTS AND PRACTICAL ACCOUNTING 


Title 
Modern Accounting (1916-367p.). 


Accounting Theory and Practice, 
Vol. I (General practice) (1917- 
542p.). 

Accounting Theory and Practice, 
Vol. II (Corporation problems) 
(1918-755p.). 

Applied Theory of Accounts 
519p.). : 

Accounting Practice and Procedure 
(1917-315). 

Problems in the Principles of Ac- 
counting (1915-102p.). 
(Accounting questions only) 


1917- 


Author 


Henry Rand Hatfield 


Publisher 


D. Appleton & Co. 


Roy B. Kester. 


Roy B. Kester. 


Paul-Joseph 
Esquerré 
A. Lowes Dickinson 


Wm. Morse Cole 


Corporation Accounting. R. J. Bennett. 
COST KEEPING AND MISCELLANEOUS 
Title Author 


Manufacturing Costs and Accounts 
(1917). 
Expense Burden (1908-116p.). 


Principles of Factory Cost Keep- 
ing (1913-102p.). 

Principles of Depreciation 

Factory Costs (1911-61Ip.). 

Cost Accounting (1919-576p.) 


Introduction to Actuarial Science. 


A. Hamilton Church 
A. Hamilton Church 
E, P. Moxey. 


Earl A. Saliers 

Frank E. Webner. 

Nicholson and 
Rohrbach 

H. A. Finney. 


Ronald Press. 


Ronald Press. 


Ronald Press. 
Ronald Press. 


Harvard 
University 
Press. 
Ronald Press. 


Publisher 
Eng. News 
Pub. Co. 
Eng. News 
Pub. Co. 
Ronald Press. 


Ronald Press. 
Ronald Press. 
Ronald Press. 


American Insti- 


tute of Accountants. 
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Book Reviews 


RETAIL ORGANIZATION AND ACCOUNTING, by Pan I. 
Cartuace. D. Appleton & Co., New York. 350 pp. 


Retail Organization and Accounting Control, written by a man who has 
had twenty years’ experience in retail as buyer, sales promoter, comp- 
troller and office manager, should prove a handy manual to the retail 
executive or accountant who is forced to provide for the needs of an ex- 
panding trade. “Theory,” as the author says in his preface, “is entirely 
eliminated.” It is, in fact, a detailed description of the methods of organiz- 
ing a retail department store and of recording the financial operations 
from the original receipt of merchandise to the final profit and loss state- 
ment and balance-sheet—all the result of actual practice and experience. 
Public accountants will find little that is not covered by standard text- 
books in the way of general principles, but as supplementary reading the 
book will furnish many hints and suggestions to those who are not familiar 
with department store accounts. 

Strong exception must be taken, however, to the provision (p. 171) that 
consigned goods should be taken on the same basis as purchased goods and 
added to the inventory. It is not good accounting practice, and in many 
states is absolutely contrary to law, since it has the result of merging the 
goods, accounts receivable and funds of a principal with those of an agent. 
It also conflicts with the provisions of the federal income-tax inventory 
certificate, which require the title of all goods in the inventory to be vested 
in the taxpayer. 

We presume it may be considered a sign of the times that the author 
uses the term “co-worker” in place not only of the old-fashioned “em- 
ployee” but also apparently to embrace all the members of the establish- 
ment from the president or owner down to the humblest scrub-woman. 
(See p. 38). It reads somewhat oddly, and even the author shows by 
— lapses into the old terminology that it has not yet become 

abitual. 

It is a pity that a book showing so thorough and practical a grasp of a 
complex subject should be marred by slovenly English, in places making 
the author say exactly the opposite of what the context shows that he 
means. 

W. H. Lawton. 


PRINCIPLES OF ACCOUNTING, by A. C. Hopce ann J. O. McKinsey. 


In the review of Principles of Accounting in the December JourRNAL OF 
ACCOUNTANCY, mention was made of the lack of an index. Since then the 
publishers have supplied the missing index and also the prefaces which 
were inadvertently left out. The index naturally facilitates the study of 
the book and appears to be ample and complete. The prefaces confirm 
the doubts of the reviewer as to the practical usefulness of the book to the 
man who seeks to make accountancy a profession. The authors state 
specifically that the aim of the text is to give prospective business man- 
agers “a fairly definite idea” of the service which should be provided by 
accounting, “a working knowledge” of fundamental principles and “an 
elementary knowledge” of the technique of accounting. Without express- 
ing any opinion as to whether this programme will succeed in developing 
successful business managers or not, the reviewer still doubts whether it 
will produce the careful, exact and logical type of men fitted to become 
public accountants. The student who has only a “fairly definite idea” of 
accounting is the man responsible for the discouraging percentage of 
failures shown in the accounting examinations. 

W. H. Lawton. 
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Society of Certified Public Accountants of the State of New Jersey 


At the annual meeting of the Society of Certified Public Accountants 
of the state of New Jersey, the following officers and trustees were elected 
for the ensuing year: Charles E. Mather, president; James F. Welch, 
vice-president; Theo. A. Crane, secretary and treasurer; John H. Bowman, 
Frank G. DuBois, Edwin G. Woodling, John B. Niven, Wm. H. Compton, 
Arthur Wright, Thomas R, Lill, trustees; Fred L. Main, Hyman Besser, 
auditors. 





James A. Councilor and Alexander Thompson announce the formation 
of a partnership under the firm name of Thompson & Councilor, with offices 
in the Woodward building, Washington, D. C. 





Goodman & Goodman and Nathan Vogel announce the consolidation of 
their practices under the firm name of Goodman, Vogel & Goodman, with 
offices at 9049 Broadway, New York. 





C. B. Hurrey and Franklin C, Parks announce the formation of a part- 
nership under the firm name of Hurrey & Parks, with offices at 543-6 
Munsey building, Washington, D. C. 





Homer W. McCoy announces his retirement from McCoy & Co., 105 
South LaSalle street, Chicago. The name of the organization has been 
changed to Hill, Joiner & Co. 





Edward H, Bailey and Karl A. Brede announce the formation of a 
partnership under the firm name of Bailey & Brede, with offices at 54 Buhl 
building, Detroit, Michigan. , 





H. M. Stein, N. F. Ross and I. Sack announce the formation of a part- 
nership under the firm name of Stein, Ross & Sack, with offices at 52 
Broadway, New York. 





Goldsmiths’ Accountants, Penfield building, Philadelphia, announce 
that Henry F. Whitmore, Thomas R. Bell and Frank K. Ralston have been 
admitted to the firm. 





Townsend. Dix & Pogson announce the opening of a branch office at 
27 Bedford street, Fall River, Massachusetts, under the management of 
M. B. Lovelace. 
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The firm name of Hopstein, Olney & Co., has been changed to Hopstein, 
Harrison & Nhare, with offices at 47 West 42nd street, New York. 





J. Arthur Greenfield announces the opening of an office in the Citizens 
National Bank building, Los Angeles, California. 


Woodward & Gaskill announce the removal of their office to 339 I. W. 
Hellman building, Los Angeles, California. 





Edwin H. Wagner & Co. announce the opening of offices in the Great 
Southern Life building, Dallas, Texas. 





Smith, Brodie & Lunsford announce the opening of offices at 2107-9 
Woolworth building, New York. 





Victor Edward Buron announces the opening of an office in State Na- 
tional Bank building, Texarkana. 





Charles Hecht & Co. announce the removal of their offices to 300 
Madison avenue, New York. 





Mucklow & Ford announce the removal of their offices to 420 Hill build- 
ing, Jacksonville, Florida, 





